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THE QUESTION OF STAFF TRAINING 


RayMOND G. ANKERS 


UBLIC ACCOUNTING is in its iniancy 
Pp: compared with the older profes- 

sions of medicine, law, and engineer- 
ing, and perhaps it is having the growing 
pains common to the adolescent. The 
rapid strides made by this young profes- 
sion within a relatively short time are 
enough to account for its chronic educa- 
tional and training problems. Indeed, it is 
true that many beginners who in the early 
1920’s were considered well qualified to 
enter the public accounting field would be 
judged inadequate by the criteria used 
today. 

In the early twenties, public accounting 
firms were primarily interested in’ the 
bookkeeping ability, business experience, 
personal attributes, and potentialities of 
applicants. Although a college background 
was desirable it was not a requisite. Ac- 
counting technique was then considered as 
something to be learned over the years as 
an adjunct to experience gained while 
working on engagements under the direc- 
tion of competent accountants. This 
method of entering professional work was 
not uncommon in the early days of several 
professions. Many men have entered the 
legal profession through experience gained 
as law clerks. 

The first concerted effort by the ac- 
counting profession to induce college men 
to consider public accounting as a vocation 
came in 1927. In that year the American 
Institute of Accountants published a 
booklet entitled ‘Accountancy Isa Career 


for Educated Men’”’ and sent it to colleges 
throughout the country. This brochure 
stressed the importance of having men in 
public accounting who possessed a broad 
cultural background and implied that 
technical knowledge could be obtained 
while they were employed by public 
accounting firms. The Institute also estab- 
lished working relations with the voca- 
tional and placement departments of a 
number of colleges, and for several years 
thereafter students interested in account- 
ing were interviewed and referred to public 
accounting firms for employment. 

As a result of this program a number of 
college graduates selected public account- 
ing as a vocation. Although many of these 
men were accounting majors, others were 
strictly liberal arts students. This diversity 
in educational background created a 
difficult training and assignment problem 
for employers but it also gave them an 
excellent opportunity to gauge the prog- 
ress of beginners in relation to their 
college work. As might be expected, the 
progress of beginners who had technical 
knowledge was more rapid. Those who had 
not majored in accounting found it neces- 
sary to obtain formal instruction to sup- 
plement the staff training program pro- 
vided by their employers. This they did 
by enrolling for correspondence courses or 
attending night schools. 

For the reasons indicated, the employ- 
ing of beginners without technical knowl- 
edge gradually lost favor. For several 
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years prior to our entrance into World 
War II, and again today, most public 
accounting firms seek only graduates of 
schools of commerce who have completed 
at least four years or the equivalent of 
academic work, including both cultural 
and technical subjects. That the profes- 
sion has not changed its views concerning 
the desirability of cultural training should 
be noted. 

The accelerated demands made upon 
colleges and schools of commerce for men 
having the qualifications enumerated have 
been met and the problem of staff training 
consequently lessened. However, it is 
doubtful whether there ever will be a time 
when employers will not want and expect 
more from institutions of learning than 
these bodies can offer. This desire for im- 
provement is a healthy condition indicat- 
ing interest rather than criticism. 

The joint meeting of the Committees on 
Education of the American Accounting 
Association and the American Institute of 
Accountants held in June, 1945, gave 
tangible evidence of this interest. It was 
the first formal meeting in which members 
of these organizations representing the 
teaching profession and the public ac- 
counting profession sat down together to 
discuss and evaluate objectively their 
common problems. As might be expected, 
considerable time was devoted to college 
curricula and staff training. 


REASONS FOR STAFF TRAINING 


At this meeting representatives of 
the American Institute of Accountants 
pointed out the following as the major 
reasons why they considered subsequent 
staff training necessary for graduates of 
colleges and schools of business admin- 
istration: 

1. Weakness in technical training in the 

field of auditing. 

2. Need for further training in the 

fundamental laws of evidence as it 
relates to accounts and records. 


3. Inability of many beginners to write 
and speak correctly and fluently. 

4. Marked deficiency in beginners in 
reading carefully, critically, and pre- 
cisely to obtain a clear and exact 
understanding of what has bee, 
read. 

Is it not interesting to note that the 
word “accounting” does not appear in any 
one of these reasons? Why is this? There 
can be only one explanation—public ac- 
countants are well satisfied with the 
accounting training of graduates they 
have employed as beginners. 

But the same thing cannot be said about 
auditing training. Both reasons 1 and 2, 
above, relate to deficiencies in the auditing 
instruction. 

This criticism does not apply equally to 
all schools. That some schools consistently 
turn out better-than-average accounting 
majors with creditable auditing knowledge 
indicates the possibility of stimulating 
and cultivating auditing attributes. How- 
ever, the criticism is sufficiently general to 
be worthy of serious consideration. 

Admittedly, most public accountants 
are not qualified to prepare a curriculum 
even for those who plan to enter their 
profession, but they do have ample op- 
portunity to judge and appraise the results 
of academic training of accounting majors 
and to formulate opinions as to the 
probable cause of basic deficiencies. From 
their viewpoint there appear to be several 
factors contributing to the apparent in- 
adequacy in auditing instruction. 

First, the four-hour or four-point audit- 
ing course which is now offered by many 
schools seems to allow only sufficient time 
to present the subject in a cursory man- 
ner. For example, students know that an 
audit contemplates a critical examination 
of accounts representing assets, liabilities, 
capital, income, and expenses but they 
lack the “know how” to proceed with the 
work. Their idea of a cash audit is to 
ascertain the outstanding checks and 
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prepare a bank reconciliation—and some- 
times even the latter task is approached 
with trepidation. Yet probably they 
receive more instruction and have a better 
understanding of cash verifications than 
they have of auditing other balance-sheet 
items. While students have some general 
ideas concerning the substantiation of 
asset accounts, as to which rules and 
procedures offer a tangible guide, they 
often seem to be hopelessly lost in as- 
certaining liabilities or substantiating in- 
come and expense items, which require 
more initiative and imagination. 

The foregoing statement is not an 
exaggeration and it does not refer only to 
below-average or marginal students. The 
same holds true for those with high 
scholastic standing. Is this condition the 
result of too little time devoted to auditing 
instruction or is it prevalent because 
students are taught only rules which are 
so easily forgotten or become meaningless 
unless applied to a set of facts? Public 
accountants find that beginners who have 
had laboratory work in addition to the 
usual four-hour auditing course are far 
better equipped and need less staff training 
than those lacking simulated practical 
experience. 

Second, auditing is sometimes taught as 
if it were a specialized accounting course 
with more emphasis being placed on 
accounting techniques than on auditing 
procedures and fundamentals, and little 
or nothing done to stimulate auditing 
instincts or cultivate auditing attributes 
of students. There is usually a reason for 
everything and this fact is no exception. 
Since auditing is predicated on a solid 
accounting foundation, teachers of audit- 
ing are obliged to devote time to account- 
ing instruction if their students have not 
completed their general accounting courses. 
Endeavoring to teach auditing to students 
before they have a thorough knowledge of 
accounting might be compared with trying 
to teach surgery to medical students before 


they have mastered anatomy. 

The study of auditing should be pre- 
sented after students have completed their 
general accounting courses, thus obviating 
the necessity for accounting instruction in 
auditing classes and making available 
additional time for training in the broader 
aspects of the subject. Furthermore, with 
a thorough knowledge of accounting, 
students would find auditing class work 
more meaningful and consequently they 
would be able to assimilate it more readily. 

Third, in common with the present-day 
trend toward specialization, there appears 
to be a tendency to treat each subject as 
being separate and distinct from other 
complementary subjects. While auditing 
draws heavily upon a knowledge of com- 
mercial law, mathematics, and English 
and, as previously stated, presupposes a 
thorough knowledge of accounting, these 
courses are not always integrated. 

Students entering the business world in 
any capacity will find commercial law, and 
particularly a knowledge of law relating 
to “evidence” and to the legal bases of 
business transactions, of great value. To 
students in auditing classes, this knowl- 
edge is vital. Indeed, they will be un- 
able to understand auditing fundamentals 
readily if they lack this background. Yet, 
is this considered in commercial law 
classes? Is emphasis placed on evidence 
supporting business transactions and how 
it “ties-in” with auditing instruction? For 
example, when students are learning about 
real estate deeds, are they told that such 
a deed would not be satisfactory evidence 
of ownership? Is it pointed out to them 
that a deed is only an indication of owner- 
ship of the property described therein; 
that a search is required to determine 
whether the holder of the deed is the last 
owner of record and also to ascertain 
whether there are any flaws in passing 
title by preceding deeds? Or when students 
are studying contracts and agreements in 
law classes, are they told that such 
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documents form the basis for entries in 
accounting records, and that public ac- 
countants review contracts and agree- 
ments to substantiate the validity of 
accounting transactions? Are students 
told that as public accountants they would 
refer to minute books of corporate clients 
to ascertain that contracts and agree- 
ments relating to transactions outside the 
usual course of business were authorized 
or approved by the Board of Directors or 
the stockholders, and that the mere 
existence of signed contracts in such 
instances may be inadequate to support 
the transactions? Do students learn the 
importance which public accountants 
place upon reviewing minute books to 
disclose, among other things, the existence 
of contracts and agreements which may 
indicate actual or contingent liabilities 
or possibly unrecorded assets? Public 
accountants make excerpts of contracts 
and minute books for their working papers. 
Do students in either law or auditing 
classes have any practice in making such 
excerpts? 

Similarly, in English Composition or 
Business English classes, are students 
trained to write reports on a diversity of 
business subjects and are they impressed 
with the importance of writing clearly, 
concisely, and effectively? Do they under- 
stand that a business executive does not 
want a report of several pages to convey 
an idea that could be expressed in a few 
well-chosen words? If students do obtain 
this training in English classes, do teachers 
of auditing, accounting, law, and other 
subjects also place emphasis on the proper 
use of English? The purpose of integrating 
these and other courses is not only to train 
students better for public accounting but 
to provide them with an exceedingly 
valuable background for any phase of 
business activity. 

The example given above also relates to 
items 3 and 4 in the list of reasons given 


by representatives of the American In- 
stitute of Accountants as to why staff 
training is necessary. Reason 3 (Inability 
of many beginners to write and speak 
correctly and fluently) and reason 4 
(Marked deficiency in beginners in reading 
carefully, critically, and precisely to obtain 
a clear and exact understanding of what 
has been read) are not deficiencies for 
which colleges are primarily responsible. 
Correct use of English and ability to read 
are foundation subjects which should be 
mastered in the secondary or grade 
schools. At college level only “pointing 
up” should be necessary and this could be 
done successfully in the colleges. It is j 
safe to say that any reasonable period of 
concentrated staff training is completely 
ineffectual in curing these defects. Prob- 
ably only more rigid college entrance 
requirements or a deliberate effort on the 
part of those responsible for secondary 
school education will eventually solve this 
problem. 


SPECIALIZED ACCOUNTING SUBJECTS 
VS. AUDITING 


Public accountants agree that those 
responsible for accounting instruction in 
colleges ardently desire to eliminate the 
necessity for concentrated staff training 
of their graduates. Furthermore, they 
agree that teachers of accounting have 
been very cooperative in endeavoring to 
eliminate this perennial training problem 
and that some progress has been made in 
this direction. However, staff training 
continues to be necessary, mainly because 
students are deficient in auditing training. 
Whether the curricula of schools will be 
revised sufficiently to cure this defect will 
depend largely upon the value placed by 
educators upon auditing instruction for all 
accounting majors. Probably the neces- 
sary revisions will not be made unless 
educators conclude that the background 
necessary to prepare students thoroughly 
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for public accounting is also especially 
desirable for students who intend to 
engage in accounting work in any capacity. 

This is understandable, because, ob- 
viously, colleges plan their curricula for 
the majority, and the majority do not 
enter the public accounting field. Further- 
more, most accounting majors do not 
decide definitely whether to enter public 
accounting or the broader field of business 
or governmental accounting until they are 
interviewed for positions while in their 
senior year. If educators look upon the 
training for public accounting as being 
of a special nature then the problem of 
staff training will be solved only by post- 
graduate work. 

The fact that most schools offer only 
four hours of auditing instruction indi- 
cates that educators consider courses in 
specialized accounting subjects such as 
insurance, banking, stock brokerage, mu- 
nicipal, real estate, and railroad accounting 
more important to the majority of their 
students than further training in auditing. 
Probably these specialized subjects are 
given with the thought that such prepara- 
tion provides a broader and better founda- 
tion on which the majority may build 
successfully in the accounting world, or 
they may be offered so that students who 
have not decided on a particular field of 
work will have an opportunity to explore 
the possibilities open to them. 

These specialized courses have their 
place; but whether such courses will be as 
beneficial to most students as adequate 
auditing instruction would be, is debatable. 
However, there would be little, if any, 
difference in value to students between 
such courses and the study of auditing, if 
auditing instruction is limited to an 
exposition of auditing rules and what are 
sometimes referred to as standard audit 
procedures. The fundamentals of auditing 
cannot be reduced to a set of rules or to 
standard procedures. 


The more important objectives in audit- 
ing instruction are: 

1. Cultivation of analytical ability. 

2. Inculcation of a critical attitude 

concerning all business problems. 

3. Engendering of a determination to 
get all the facts available as the basis 
for an opinion on each case. 

The traits thus indicated are those pos- 
sessed by most successful business men; 
they are basic in auditing. However, these 
fundamentals—particularly the “take- 
nothing-for-granted” attitude—are diffi- 
cult to instill in students in one four-hour 
class. A better job can be done in a six- or 
eight-hour course including laboratory 
work, and especially if such courses are 
correlated with other subjects having 
this object in view. 

The fact that these traits are desired by 
businessmen and are cultivated by audit- 
ing work is best indicated by the constant 
demands for persons with some public 
accounting experience to fill positions in 
the business world. Here reference is made 
not only to well-seasoned public ac- 
countants but also to young men with less 
than two years of experience. The “Help 
Wanted” advertisements in daily news- 
papers, alone, will support this statement. 
It may be argued that their diversified 
experience causes men with public ac- 
counting experience to be sought for 
accounting positions of all kinds, but there 
is apparently more to it than just the 
experience factor. The other factors are 
the characteristics referred to in the 
preceding paragraph. Because of the 
nature of their work, public accountants 
must possess these characteristics if they 
are to be successful. 

The foregoing is not meant to convey 
the thought that schools, in the limited 
class hours available, should provide their 
students with training and experience 
equivalent to that obtainable over the 
course of a year or more while they are 
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employed by public accounting firms. On 
the other hand, it does offer some evidence 
that auditing training is considered valu- 
able for positions outside the professional 
field and possibly more worth-while for 
the majority of students than the study of 
specialized courses. 

Many recent college graduates who 
majored in accounting and entered public 
accounting shortly after graduation are 
also of the opinion that they gained 
relatively little from their auditing in- 
struction. Most of these young men, when 
questioned, admitted that they did not 
feel qualified to undertake the work 
delegated to them when they were first 
assigned to accounting engagements. These 
beginners were above average scholasti- 
cally; hence they apparently took their 
studies seriously. 

Their attitude, in some instances, in- 
dicated criticism of their schools. Some 
of them characterized the auditing in- 
struction they received as too theoretical 
or as a lecture course in which rules and 
procedures were outlined but funda- 
mentals were passed over. They felt that 
even the use in college work of practical 
materials similar to the stationery and 
forms used in public accountants’ offices 
would have helped to bridge the theoreti- 
cal and practical aspects of auditing. It is 
worthy of note that those who studied 
auditing where work sets and case mate- 
rials were used seemed more satisfied with 
their auditing course. However, all those 
questioned were of the opinion that they 
would have gained more from further 
auditing instruction than they did from 
certain specialized courses they had taken. 


PRACTICAL EXPERIENCE FOR 
UNDERGRADUATES 


Both educators and practicing ac- 
countants believe that practical experience 
prior to graduation contributes effectively 


to a student’s education. Some schools 


firm: 
which operate on a quarter system arrange mon 
their courses of study so that students can § it gi 
obtain practical experience during the suge 
winter quarter of their senior year, prof 
Students accepting employment during emp 
this period return to college for the spring § rai 
quarter and graduate with their class. § pay, 
This arrangement is very desirable from § ide 
the viewpoint of the school, the student, § shai 
and the public accountant. The winter § joy 
quarter, which coincides with the busiest B ant. 
season of the year for public accountants, § for 
affords an excellent opportunity for stu- B coy 
dents to obtain diversified experience. At § gen 
that time accounting firms are pleased to § ¢pis 
have additional help; and, because of the § ur 
volume of work, they are able to arrange § o ; 
programs to give students the maximum § 
of diversified experience during this train- § aft, 
ing period. Generally, public accounting q 
firms make no stipulation relating to the ex} 
return of students whom they accept for B the 
training purposes but very often students § jat, 
who have indicated ability are offered § of, 
an opportunity to return on a permanent § Ty, 
basis after graduation. lea 

Schools which operate on a semester § fa; 
basis are confronted with difficulties in § pr, 
arranging for students to leave class work § ¢o) 
for two or three months during the winter § go) 
to obtain practical experience and still § oo 
maintain collegiate standards. Although § ay 
schools of commerce could attain the § a, 
desired result by adopting the quarter § ay 
basis, this change probably would be § », 
considered impracticable unless the entire J to 
university adopted the quarter system, § f; 
and in many instances the other colleges § jp 
would see no advantage in this change. Of 
course, students attending these schools 
have a period of free time during the 
summer when many of them would § y 
welcome the opportunity to accept em- § ¢ 
ployment with public accounting firms; J 4 


but in normal times public accounting 


firms are not very busy during the summer 
months and consequently students find 
it difficult to obtain temporary work. The 
suggestion by members of the teaching 
profession that public accounting firms 
employ students during the summer for 
training purposes even though these firms 
have adequate staffs has not been con- 
sidered favorably. The reason given is 
that the summer season is generally the 
low point of activity for public account- 
ants and if students were then employed 
for training purposes, experienced ac- 
countants would remain idle while stu- 
dents were receiving training. Added to 
this is the fact that firms have no as- 
surance that the men trained will desire 
to return to them for employment or even 
to pursue public accounting as a career 
after graduation. 

There is no real substitute for practical 
experience, but we have learned during 
the war years the extent to which simu- 
lated cases and situations can be used 
effectively to train men for various tasks. 
This method of training may well be at 
least a partial answer to the problem 
facing students who are unable to gain 
practical experience while still attending 
college. These students would benefit, in 
some measure, if auditing instruction 
could be presented to them as a series of 
audit engagements to which they were 


| assigned. The case method of teaching 


auditing, coupled with the use of practical 
materials such as those ordinarily supplied 
to staff members of public accounting 
firms, would go a long way toward attain- 
ing this result. 


STAFF TRAINING 


Public accounting firms have used 
various methods to train recent college 
graduates in auditing before assigning 
them to staff work. One of the methods 
used in concentrated staff training pro- 
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grams, which seems to be particularly 
adaptable to college classroom instruction, 
is described briefly in the following 
paragraphs. 

This method contemplates the use of an 
audit work-set as the nucleus of the train- 
ing program. Each beginner or trainee is 
provided with one of these sets. The set 
includes a general ledger, various books of 
original entry, purchase and sales in- 
voices, bank books, etc. The trainee is 
asked to audit the records, prepare finan- 
cial statements, and write a report upon 
his examination. His work on this set is 
carefully supervised and reviewed. How- 
ever, this work is only a relatively small 
part of the training he receives. The work- 
set is considered desirable because it 
provides a sequential outline for collateral 
case studies. 

For example, during the time trainees 
are performing the cash work required by 
the audit set, well-qualified staff members 
explain to them, in detail, how cash was 
verified on various audit engagements 
which came under their supervision. In 
amplification of the explanations given by 
the lecturer, audit working papers which 
were prepared during the course of these 
examinations are reviewed and discussed. 
The cases used are carefully selected to 
indicate to trainees that procedures are 
modified to meet existing conditions and 
also to give them an opportunity to 
review cash working papers relating to a 
diversity of engagements, such as cash ex- 
aminations where effective internal checks 
existed and others where there was no 
internal control; engagements where cash 
was deposited in one or two bank accounts 
and others where cash was deposited in 
twenty or fifty bank accounts; engage- 
ments where large sums of money were 
kept on hand at various locations and 
others where only small cash funds were 
maintained. 


ols 
ige 
he 
ar, 
ng 
ng 
Ss, 
om 
t, 
ter 
est 
ts, 
u- 
At 
to 
he 
ge 
im 
in- 
ing 
he 
for 
nts 
ed 
ent 
ter 
in 
ork 
ter 
till 
igh 
he § 
ter 
be 
ire 
m, 
ges 
Of 
ols 
he 
Id 
8; 
ing 


The Accounting Review 


Emphasis is placed not only on how to 
reconcile bank accounts but upon the 
fundamentals underlying the procedures 
used. Considerable time is also devoted 
to the preparation of working papers. 
Trainees are impressed with the necessity 
for annotating working papers clearly and 
concisely, “tying in” all schedules with 
the working trial balance, summarizing 
related schedules if necessary to attain 
this result, placing the name of the client 
and the audit date on each schedule, etc. 

Similar case-method instruction is pro- 
vided when trainees are engaged in audit- 
ing accounts receivable, accounts pay- 
able, fixed assets, and all other accounts 
throughout their work set. It is hardly 
necessary here to go into further detail 
concerning this method of staff training. 

Public accounting firms have found that 
this simulated training gives beginners 
assurance and confidence which facilitate 
their work when assigned to audit engage- 
ments. 

Those responsible for teaching account- 
ing have done and are doing excellent work 
in training men for accounting positions. 
The deficiencies noted herein are few when 
compared with the broad educational 
background expected of beginners in 
public accounting. In the past there may 
have been too few students who chose 


public accounting as a career at or near the 
beginning of their college education. This, 
of course, would affect the curricula 
prescribed by colleges for accounting 
majors, particularly in relation to the 
time at which various courses are given. 
The booklet entitled “Public Accounting 
as a Career” which is now being printed 
and which is to be sent by the American 
Institute of Accountants to colleges and 
secondary schools throughout the country 
may assist students to decide, in advance, 
the field in which they desire to specialize. 

The close cooperation between the 
teaching and the public accounting pro- 
fessions augurs well for the successful 
solution of the staff training problem. 
This problem is vexing not only because 
public accounting, firms now find it 
necessary to spend time and money train- 
ing beginners, but because college gradu- 
ates, however well trained, generally need 
further instruction in auditing before they § 
are qualified to commence work in their 
chosen profession. The elimination of this 
economic waste seems possible and in due 
course will probably be accomplished. 
When this goal is achieved, staff training 
will exist only to initiate beginners into 
the particular procedures and methods 
of their employers. 


FALLACIES IN THE BALANCE-SHEET 
APPROACH 


Joun N. MYER 


URING the past quarter of a century 
the approach used in the teaching 
of accountancy that has become 

almost universally accepted is that com- 
mencing with the balance sheet. Not only 
is the balance sheet the first topic dis- 
cussed in the usual course in accountancy, 
but it is made the end and aim of all 
accounting and almost every step in the 
development of the accounting technique 


is taught with reference to its effect on the 
balance sheet. It is the opinion of the 
writer that although the balance-sheet 
approach is convenient in teaching the 
mechanical details of accountancy, it does 
not equip the student with an under- § 
standing of the subject that will enable 
him later to interpret the results of the 
accounting processes. 
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FINANCIAL CONDITION 


Elementary texbooks on accountancy, 
after commencing with a discussion of 
assets, liabilities, and net worth, proceed 
to explain how these are shown in a state- 
ment called the balance sheet. Having 
given an illustration of this statement, the 
author naturally deems it necessary to 
state its purpose. Probably the best 
explanation of a balance sheet is that it is 
alist of the balances of the accounts in the 
ledger of a business enterprise when its 
books of account have been closed. Such a 
definition it is, of course, impossible to 
give to the beginner since he presumably 
knows nothing about balances, accounts, 
ledger, or closing the books. Therefore, the 
author usually resorts to an explanation 
which is erroneous, namely, that a balance 
sheet is a statement that shows the finan- 
cial condition of a business. 

Now after all the discussion of the 
matter that has taken place during the 
past decade, it is hardly necessary to 
explain at length why the balance sheet 
does not show the financial condition of a 
business, particularly in a professional 
journal whose readers must be familiar 
with this discussion. Suffice it to sum- 
marize by saying that the balance sheet 
does not show financial condition in the 
first place, because the details therein are 
largely statements of opinion on a con- 
ventional basis rather than factual state- 
ments and therefore do not contain in- 
formation which gives a definite measure 
of condition. Also, in many cases, the 
existing contracts and commitments and 
possible contingent assets and contingent 
liabilities, most of which cannot be 
measured, are of such great importance 
that they completely overshadow the 
items in the balance sheet. And, further, 
there are often innumerable intangible 
factors such as technical problems in an 
industry, market conditions, taxation, 
tariffs, the public demand for commodities, 
and the ability of the management, all of 


which have a direct bearing on financial 
condition but do not appear in the finan- 
cial statements. 

Recognition of these facts has been 
given in the standard form of audit report 
used by certified public accountants, in 
which the word “condition” formerly used 
has now been replaced by “position,” and 
this refers to the position of the business 
as shown by the accounts in its ledger or, 
in other words, by the balances of the 
accounts listed in the balance sheet. It is, 
of course, true that a balance sheet is use- 
ful as an aid in forming an opinion of the 
condition of a business, but certainly the 
reader of a balance sheet cannot obtain 
this information from a mere inspection of 
the statement. 

The substitution of “position” for 
“condition” is not a mere play on words. 
The change has been made in order to 
remove the impression that the balance 
sheet gives an absolute and comprehensive 
“picture of the business’—to use the 
phrase found in many texts. The word 
“position” is more restricted in meaning 
and contains a dynamic connotation: 
that a balance sheet should be interpreted 
in relation to previous or subsequent 
balance sheets of the business and that 
interpretation should be relative rather 
than absolute. 

One author, conscious of the objections 
to the use of the word “condition,” ex- 
plains in the latter part of his book that 
by condition is meant (1) ability of a 
business to finance its activities, and (2) 
its ownership of basic values available 
for the satisfaction of claims. This restricts 
the meaning of the word to debt-paying 
ability. The student, however, when the 
word is used at the beginning of the book, 
unconsciously assumes that “condition.” 
refers to all aspects of the relation of an 
enterprise to the business world about it; 
he vaguely feels that upon referring to the 
balance sheet of a certain business one 
can “read all about it”—that the balance 
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sheet gives complete and absolute in- 
formation. Moreover, upon seeing that 
every item is carried out to the penny, he 
is impressed with the accuracy presented 
in the statement. And when he is taught 
about the absolute precision of debit and 
credit he receives the finishing touch in 
misconceptions about the balance sheet. 

The author referred to above once 
stated in a magazine article that the 
novice frequently attributes to the prod- 
ucts of accounting an exactness which can 
never exist. Presumably by “‘novice”’ he 
means one who has finished his accounting 
course and has begun his business career. 
Well, it seems to the writer that a novice 
could obtain such notions from the use of 
that author’s book in an accounting 
course, a book that employs the balance- 
sheet approach. 


VALUE OF ASSETS 


After having implanted in the mind of 
the student the fallacy that a balance 
sheet shows the financial condition of a 
business, the textbook writer usually pro- 
ceeds to state a second fallacy to the effect 
that the left-hand side of the balance 
sheet contains a list of the assets of a 
business and their values. This statement, 
with various qualifications and explana- 
tions, might to a certain extent be accepted 
in the case of the current assets. But with 
reference to the property and equipment 
it is not reasonable to say that the dollar 
amounts assigned to the items are values, 
that is, that they represent what the assets 
are worth in the business world. Probably 
the best explanation of the stated amounts 
is that they represent the unamortized 
portion of the cost of the assets. But such 
an explanation cannot be comprehended 
by the student at the beginning of the 
course. 

It is true that the word “value” is used 
by accountants in the technical sense of a 
valuation on the basis prescribed by 


accepted principles of accountancy. This, 
however, also cannot be understood by 
the student in the early stages of the 
course. Nor does the use of the term “book 
value” help. The introduction of this term 
merely befuddles the student, who vainly 
tries to distinguish between the “real” and 
the “book” value. 

The student is taught a third fallacy 
when he is told that the difference between 
the assets and the liabilities represents the 
“‘net worth” of the business; from this he 
assumes that this figure represents what 
the business is worth. But that is not 
necessarily the case; usually it is not. 
Some authors, conscious of the undesira- 
bility of the expression “net worth” have 
used “proprietorship” or “proprietary 
interest,” but these terms also convey the 
impression that the amount so labeled is 
what the business is worth. For the 
amount of an owner’s interest or invest- 
ment in a business is unconsciously as- 
sumed to be the value of his investment or 
interest, and hence an expression of what 
the business is worth. 


ERRONEOUS PRECONCEPTIONS 


Thus at the beginning of the usual 
course the student is taught three er- 
roneous preconceptions which warp his 
future thinking in regard to the nature 
of the balance sheet and accountancy in 
general. These are (1) that a balance sheet 
shows the financial condition of a business; 
(2) that it shows the values of the assets; 
and (3) that the difference between the 
assets and the liabilities, as stated in the 
balance sheet, measures the worth ef a 
business. This would be true only in case 
the sole asset of a business were cash. 
Such a simple case is often cited in the 
chapter at the beginning of the book that 
introduces the balance sheet. If, for 
example, the business has $10,000 cash 
and owes $2,000 to creditors, then the 
value of the assets is $10,000, the business 
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is worth $8,000, and it is not unreasonable 
to say that these simple facts show the 
fnancial condition of the business. But 
when this notion is applied to more com- 
plex situations it constitutes a serious 
oversimplification, a conditioa which is 
all too common in teaching. 

In order to counteract these false 
impressions about balance sheets various 
accounting societies have issued literature 
which attempts to educate the public to 
an understanding of the nature of the 
financial statements. This can help but 
little so long as misleading concepts are 
taught to students in courses in account- 
ancy; and such publicity would hardly be 
necessary if a correct understanding of 
accountancy and of the financial state- 
ments in particular were instilled in the 
minds of students in the elementary 
accounting course. 

It might be argued that the balance- 
sheet approach should be retained because 
of its convenience in teaching the mechan- 
ics of accountancy but that it be purged of 
the fallacies that now go along with it; 
that is, that the balance sheet be presented 
without an explanation of its purpose. 
This, however, would defeat the object of 
the balance-sheet approach, which is to 
give the student at the beginning an under- 
standing of the goal toward which he is 
working. Unfortunately it is impossible to 
explain the nature of the balance sheet at 
the beginning of the course since this 
statement can be understood only by one 
who understands the accounting processes 
of which it is the product. 

Although the balance sheet is the final 
step in the mechanical processes of ac- 
countancy, there is something beyond it: 
interpretation. The student should be 
made conscious of this fact. The balance 
sheet in and by itself is not important; its 
importance lies in the fact that it contains 
the latest information in regard to the 
position of the accounts, that is, their 


latest balances. Through the judicious use 
of such account balances, interpretation of 
the condition of the business is made 
possible. The balance sheet is only a means 
to an end, not an end in itself. The 
balance-sheet approach has tended to 
exaggerate the importance of the state- 
ment beyond that naturally attaching to 
a means to an end. 


EFFECT ON STUDENTS 


The students who are exposed to the 
misleading teachings of the balance-sheet 
approach fall into two classes: (1) those 
who become professional accountants, and 
(2) those who do not become professional 
accountants but who go into other forms 
of business activity. The fallacies of the 
balance-sheet approach have no serious 
effect on the members of the professional 
accounting group; their work is concerned 
with the production of balance sheets and 
profit and loss statements rather than 
with their interpretation. The statements 
are the result of the accounting technique 
which proceeds according to the con- 
ventional rules of the profession, and these 
are in no way affected by the erroneous 
preconceptions of the balance-sheet ap- 
proach. 

The average accountant does not give 
the matter a thought. But the more 
reflective ones try to reconcile the dis- 
crepancy between the college teachings 
and the reality. The reconciliation usually 
takes one of two channels. One is that the 
difference between what the accountant 
was taught and what he experiences is the 
difference between theory and _practice. 
This reasoning has the unfortunate effect 
of endorsing a difference between theory 
and practice; to this the present writer 
strenuously objects. He considers it the 
duty of the author of a textbook on ac- 
countancy to observe what is done in 
practice and, so far as is practicable, to 
teach such procedure in the classroom. If, 
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however, the author should have some 
ideas as to how current procedure could be 
improved he might well expound them to 
the students, but when doing so he should 
carefully point out that these are his own 
opinions and not accepted procedure. The 
text will thus be in general an exposition 
of what accountants actually do; and this 
is what the student wants to learn. Ac- 
countancy is what accountants do, not 
what has been concocted by a pedagogue 
who often lives in a realm far away from 
reality. 

The other reconciliation between the 
real and the academic world is that the 
concept taught was true except that, 
although the balance sheet does show the 
values of the assets and the worth and 
condition of the business, it does not do so 
precisely. This type of rationalization has 
the unfortunate effect of discrediting the 
work of practitioners by hinting that they 
do not do it carefully—as though it were 
the function of accountancy to evaluate 
property or the business as a whole. 

Those adversely affected by the current 
misleading teachings are the people who 
become economists, engineers, lawyers, 
credit men, etc. Their training in ac- 
countancy is usually limited to their 
academic work and they do not have an 
opportunity to reorient themselves after 
leaving college. It is obvious from the 
writings of these people that they make 
the tacit assumption, as a result of their 
college training or general reading, that 
the balance sheet and the related profit 
and loss statement are statements con- 
taining absolute measures rather than 
statements on a conventional basis which 
are affected to a great extent by estimates. 

This misunderstanding of the nature 
of the balance sheet is illustrated by the 
writings of certain credit men, particularly 
with respect to the analysis of financial 
statements by the use of ratios. These 
writers have advocated the computation 


of so-called “standard ratios” for each 
industry which are to be obtained by 
averaging the ratios of many enterprises 
in the industry. The computation of such 
averages imputes a homogeneity to the 
statements which they cannot possibly 
possess, for, as every accountant knows, 
the valuations shown in a balance sheet 
and the income shown in a profit and loss 
statement are the result of the particular § 
accounting procedures used by the enter- 
prise; if other equally acceptable pro- 
cedures had been used, the valuations and 
the income would be different. And since 
usually no two enterprises included in the 
average follow the same accounting pro- 
cedures throughout, the average has been 
made from unlike things and thus has no 
validity. And it also follows that the 
comparison of the ratios for the state- 
ments of a certain business with these 
“standards” also has no validity. The 
notion of the possibility of arriving at 
standard ratios is based on the assump- 
tion, contrary to fact, that the figures in 
the statements are absolute rather than 
relative—a notion produced by the teach- 
ings of the balance-sheet approach. 


A BOOMERANG 


Now, strange as it may seem, the curious 
fallacies developed by non-accountants 
because of their incorrect, textbook under- 
standing of financial statements have in 
the course of time been absorbed into 
these same texts. Take, for example, the 
case of Professor X, who is head of the 
Department of Accountancy in the ABC 
University and who is writing an account- 
ing text. He decides that near the end of 
his book there should be a chapter on 
statement analysis. Although he is an 
experienced and successful accountant, he 
has seldom analyzed a statement since 
that is not necessarily done by account- 
ants. So he decides to read the book on 
statement analysis written by Mr. Q. 4 
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credit man and a well-known writer on the 
subject of statement analysis. As a result, 
the chapter in Professor X’s book is 
largely a résumé of Mr. Q’s writings. Some 
modifications are perhaps introduced as 
Professor X may recognize the standard- 
ratio fallacy and therefore merely mention 
comparison with standards, without stat- 
ing how they are to be obtained. 

Ratio analysis of financial statements as 
expounded in such writings as are men- 
tioned above is rarely taken seriously 
by a businessman. He may shrug his 
shoulders and say “Perhaps they have 
something there, but I do not see that it 
can be applied to my business.” And so 
analysis rolls off, like water from a duck’s 
back. But in the academic world the ideas 
have been devoured with avidity. Not 
only has analysis been absorbed into books 
on accountancy but also into books on 
other business subjects. Everywhere the 
doctrine is taught that in order to analyze 
a business all you need to do is to compute 
the ratios in its statements and compare 
these with the ratio standards for its indus- 
try. This procedure will show just what the 
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condition of the enterprise is. All this is, of 
course, a fallacy and is based largely on the 
assumption, contrary to fact, that the 
statements are statements of absolute 
measure—a notion rooted in the teaching 
of the balance-sheet approach. 

In summary, then, several facts stand 
out. The balance sheet is usually presented 
at the beginning of the elementary course 
in accountancy so that the student may 
know at once the goal of the accounting 
technique. Unfortunately the nature of 
the balance sheet is so complex that it is 
impossible to explain it properly to the 
beginner. Therefore, teachers and writers 
of textbooks employ explanations which, 
because they are oversimplifications, im- 
plant erroneous preconceptions in the 
minds of students, thus distorting their 
future thinking. Because of this, it is the 
opinion of the writer that the presentation 
of the balance sheet in the elementary 
course in accountancy should be deferred 
until the student has sufficient knowledge 
of accounting mechanics to comprehend 
an adequate discussion of the nature of 
this statement. 


REALISM AND COST ACCOUNTING 


EDMUND WHITTAKER 


without offense to either economists 

or cost accountants, that few eco- 
nomic theorists have much knowledge of 
cost accounting, while many cost ac- 
countants know very little of economic 
theory. As a result, literature on costs 
from the economic side only too frequently 
reflects an ignorance on the part of its 
authors of the practical difficulties of 
costing, or else their neglect to take the 
practical side into account at all. On the 
other hand, the writing done by many 


Price the statement can be made, 


cost accountants is mechanical and, al- 
though by no means useless, has less value 
than ought to be the case. 

The economist differentiates between 
fixed and variable costs and he uses the 
terms “marginal cost” and “average 
cost,” along with “marginal revenue” and 
“average revenue.” He argues that, over 
periods that are sufficiently long to 
necessitate the replacement of equipment, 
businessmen expect a revenue adequate to 
cover all their costs, including fixed costs, 
that is, costs applicable to long-lasting 
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equipment.’ Total revenue is expected to 
cover total cost and, since average reve- 
nue is total revenue divided by output 
and average cost is total cost similarly 
divided, it follows that average revenue 
should cover average cost. This is not to 
say that total (and average) experienced 
revenue has to cover total (and average) 
experienced cost but merely that expected 
revenue must cover expected cost, at times 
when major replacements are due. If, 
previously, experienced revenue has fallen 
short of experienced cost, or exceeded it, 
undoubtedly this will color expectations 
concerning the future; but, directly, it is 
expectations rather than experiences that 
count. 

According to the economist, the enter- 
priser does not require a proportionate 
amount of the cost of his long-lasting 
equipment to be covered by revenue in 
any short period. It is recognized that, 
at times when output is low, revenue may 
afford little if any contribution toward the 
cost of such equipment. A shortfall of this 
kind is expected to be compensated by an 
excess arising at another period, when 
revenue is larger and a heavier contribu- 
tion can be made toward the cost of the 
equipment. In general, over these shorter 
periods, economists expect variable costs 
to be covered, variable costs being defined 
as those which change with alterations in 
output. If these variable costs are so 
defined as to represent marginal costs, then 
economists argue that marginal revenue 
must cover marginal cost, marginal reve- 
nue meaning the income resulting from the 
sale of an additional unit of output and 
marginal cost the expense necessitated by 


1 The enterpriser, of course, is not in a position to 
make an independent decision regarding each replace- 
ment. If he owns a factory building and heavy machin- 
ery that will not be worn out for, say, forty years, he 
may feel that it is worth while to replace minor items 
that have reached the end of their useful lives, even 
when he believes that revenues are unlikely to be 
adequate to — replacing the plant itself, when it is 
no longer serviceable. 


the production of this additional unit, 
Further, if the firm concerned is so large 
that its output variations affect the prices 
that have to be paid for its labor and raw 
materials on the one hand and the sale 
price of its product on the other, allowance 
must be made for these effects in the 
calculation. The additional qualification 
is made that, at times, enterprisers may 
be willing to produce and sell even though 
their marginal costs are not covered by 
marginal revenues, because they expect 
business conditions to improve and wish 
to hold together their labor force and their 
body of customers in the meantime. Such, 
in brief, is the economist’s theory of costs. 
In textbooks, commonly it is illustrated 
by tables of data, usually hypothetical, 
and by diagrams that are more or less 
elaborate. 

Superficially, this has some resemblance 
to the ideology of cost accounting. The 
direct costs of the cost accountant are 
composed of labor and materials that 
appear to be included in the variable costs 
of the economist, while the overhead or 
burden costs of the cost accountant in- 
corporate the economist’s fixed costs. Yet 
the resemblance is only superficial, because 
the criteria used in classifying costs by the 
economist and the cost accountant differ. 
Whereas the economist asks “Do the costs 
vary with output (variable costs) or do 
they not (fixed costs) ?” the cost accountant 
inquires “Can the costs be identified with 
particular units of output (direct costs) or 
can they not be so identified (overhead or 
burden costs)?” While, in general, the 
direct costs of the cost accountant are 
included in the economist’s variable costs, 
the cost accountant’s burden includes 


some costs that the economist regards as 


variable, as well as others that the eco- 
nomist calls fixed. In fact, it is a familiar 
procedure in costing work for the cost 
accountant to prepare a schedule, clas- 
sifying the different items included in the 
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burden charge and showing how each of 
them varies with the plant output. Some 
burden costs, although not identifiable 
with specific units of output, vary almost 
proportionately to the output. Examples 
are small wearing items and lubricating 
oil used in a machine shop. Other burden 
expenses, like property taxes and in- 
surance, do not change at all. Still others 
fall between the two extremes.” 

The fact that the cost accountant can 
construct schedules of this kind enables 
him to calculate standards for different 
volumes of plant output and to budget 
for varying scales of operation.* The 
calculated differences between the budg- 
eted costsof operating at various volumes 
of plant output are as near as the cost 
accountant can come to determining 
marginal costs, as the economist under- 
stands the term. The cost accountant can 
also calculate differences between the 
experienced costs of various output vol- 
umes, in so far as the plant has operated 
on a range of output schedules, but here 
there is the limitation that, in all proba- 
bility, the several scales of plant operation 
are likely to refer to periods that are 
months or even years apart in time and 
therefore to different economic conditions. 
Budgeted costs, based as they are on 
available past experience as well as on 
current expectations regarding the future, 
afford a more useful basis for managerial 
decisions on the subject of output than do 
experienced costs alone. 

It must be recognized, however, that in 
general only the larger firms possess the 
data necessary for the preparation of 
budgets of this kind. Probably the number 
that have such information is very small 
in comparison with the total number of 


* As an example of such a schedule, see J. G. Blocker, 
Cost Accounting (New York, 1940), p. 578. 
* For an application of this, see the table given by 


J. M. Clark in his Studies in the Economics of Overhead 


Costs (Chicago, 1923), p. 185. 
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business enterprises. To speak of the 
ordinary small manufacturer or farmer as 
though he keeps accounts which enable 
him to calculate marginal costs is quite 
unreal. It is only in textbooks on economic 
theory that the typical small producer is 
able to balance marginal revenue against 
marginal cost, as a usual thing. An experi- 
ment station may be able to tell the 
farmer something about the extra crop he 
can expect from the application of so 
much of a particular fertilizer, or the 
additional meat or milk that he might get 
from a certain quantity of a designated 
feed, but this is as much as the ordinary 
farmer is likely to be able to find out 
regarding the balancing of marginal reve- 
nue and marginal cost. 

Even elaborate cost systems have se- 
rious limitations. Both cost accountants 
and economists realize that the problem 
of dividing costs incurred in respect of 
more than one product has not been 
settled in a satisfactory way, although, in 
practical cost accounting, such empirical 
methods as allocating costs in proportion 
to output values, machine hours, floor 
space, etc., frequently are followed. The 
significance of this problem may be 
illustrated by example. Some years ago, 
when engaged in a government study of 
costs and profits, the writer met a manu- 
facturing executive who owned and op- 
erated a farm on which cost accounts were 
kept. The cost accountant on the farm 
apportioned labor costs between dairy 
cows and grain crops on a labor-hour basis. 
In consequence, the cows showed a good 
profit and the grain a heavy loss. The 
owner said that his management policy 
was to employ the minimum labor force 
that would operate the dairy in the morn- 
ings and evenings, when most of the work 
in this department had to be done. Grain 
was grown as a sideline, partly for the 
purpose of providing employment for the 
dairy workers during the daytime. The 
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owner argued that, under these circum- 
stances, it would be more sensible to 
charge the labor costs almost entirely 
against the cows than to follow the ac- 
countant’s hourly method—almost en- 
tirely, rather than entirely, because there 
might be some slight saving in labor cost 
if the workers were given free time be- 
tween morning and evening. Had such a 
course been followed, the cows would have 
shown a smaller profit but the grain would 
have shown a profit also, signifying that 
it was more economical to arrange for 
labor not utilized in the dairy during the 
daytime to be spent on growing crops 
rather than be wasted. 

The facts that a number of farm costs 
are incurred for more than one product 
and that cost accounting has not de- 
veloped very satisfactory means of dealing 
with such a situation were probably 
chiefly responsible for the decline in the 
interest displayed in costing by agri- 
cultural economists in both Britain and 
the United States during the late 1920’s 
and the 1930’s. Just after the war which 
ended in 1918, and largely as a result of 
costing inquiries undertaken in connection 
with price control during that war, con- 
siderable attention was devoted in both 
countries to farm cost accounting. As time 
went on, however, cost studies were 
increasingly criticized‘ and accounting 
research in agriculture tended to take the 
form of statistical comparisons of data 
furnished by ordinary financial accounts,° 
thus applying to farming the methods of 
study that have become well-known in the 
merchandising field through the activities 


4 See J. S. King, Cost Accounting Applied to Agricul- 
ture (Oxford, 1927), regarding this development in 
Britain and, for the United States; M. K. Bennett, 
Farm Cost Studies in the United States (Stanford Uni- 
versity, 1928). 

5 The farm management work of the Department of 
Agricultural Economics of the University of Illinois is 
an outstanding example. 
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of the Bureau of Business Research of 
Harvard University.® 

Yet it is not generally recognized that 
this familiar problem of joint cost,’ as 
it is frequently called, affects the alloca- 
tion of fixed costs. To illustrate this, one 
might consider the example of a garage, 
which sells gasoline and effects repairs, 
The problem of apportioning costs be- 
tween a gallon of gasoline sold on a sunny 
Labor Day and another sold on a rainy 
afternoon when there is little road traffic 
is not essentially different from that of 
deciding how to allocate costs between a 
gallon of gasoline sold and a tire repaired 
on the same day. The same labor force 
and building are used in both cases. The 
cost accountant would keep track of the 
labor time spent on each item and prorate 
labor cost between the different jobs on a 
labor-time basis. Unallocated labor cost 
and the building cost would go into burden 


6 The Harvard investigations began with a study of 
shoe retailing in 1913 were later extended to cover 
several kinds of chain stores. As instances, reference 
might be made to Operating Results of Department and 
Specialty Stores (various years) and Expenses and 
Profits of Limited Price Variety Chains (various years) 
The purpose of these studies was declared, in part, to be 
as follows:— 

to furnish business executives with standard gauges 

of margin, expense, and profit in particular types of 

distributive enterprise for their use in budgeting ex- 
penses and otherwise seeking to improve efficiency 
of operation (Foreword to 1936 report on Expenses 

and Profits of Limited Price Variety Chains, by M. P. 

McNair). 

As the method followed in these studies is based on 
comparisons made between income and expense items 
in comparable operating units, classified in a uniform 
manner, it is evident that whatever usefulness the 
method has is confined to types of business for which a 
number of comparable accounts can be secured. 

7 The term “joint cost” is applied in economic litera- 
ture to two somewhat similar situations. It is used with 
regard to a condition in which two or more products are 
physically inseparable in their production, so that the 
same costs refer to both. Mutton and wool, or beef and 
hides, are examples. The term is employed also when 
more than one product results from the same costs 
merely as a matter of managerial decision. The 
reasons that it is more economical to produce two or 
more products than it w uld be to produce only one. A 
railroad producing passenger and freight transportation 
of various kinds, or a farm producing several crop and 
livestock products, exemplifies this condition. 
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and be apportioned in some manner. The 
economist would say that labor is a 
variable cost and the garage building a 
fixed one. But, in practice, probably the 
garage proprietor would find it exceedingly 
difficult to hire labor in such small units 
that it would be available on sunny days 
but not also on rainy ones, for selling 
gasoline or making repairs as needed. Very 
likely he would have to hire workmen by 
the week. If so, it is evident that the cost 
of such labor is not truly a variable cost 
but a cost that is fixed in respect of a small 
range of output, in this case a week’s out- 
put, both of gasoline and repairs. This is 
true of many so-called variable costs. 
Repair parts may be procurable only by 
the dozen or gross and grease by the 
gallon drum, so that their costs are fixed 
in regard to small output ranges. On the 
other hand, as everybody recognizes, even 
the cost of the garage building becomes 
variable if a sufficient time and range of 
output are taken into account. In other 
words, here there are not two kinds of 
costs, one fixed and the other variable, 
but a single kind, which is fixed for small 
ranges of output but becomes variable in 
longer ones. The length of time and range 
of output which must elapse before one 
particular cost ceases to be fixed and 
becomes variable will differ considerably 
from another. A grease drum may be 
exhausted in a few hours’ work in a busy 
garage, whereas a grease gun may serve 
for several years, or a building for half a 
century, but this is all that can be said 
regarding the differences between these 
several costs in such a connection. 
Existing methods of apportioning fixed 
costs through depreciation allowances are 
clearly unsatisfactory. It cannot be esti- 
mated beforehand with much accuracy 
how long a building or machine will last 
or what output it will handle during its 
serviceable life. Of course, there are a 
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number of well-known methods of calcu- 
lating depreciation, including some based 
on output, and accountants have de- 
veloped procedures for adjusting the 
accounts for errors that are made in 
estimating the depreciation charge. De- 
preciation is included in the cost account- 
ant’s burden charge, and in cost account- 
ing literature references are made to the 
possibility of allocating overhead or bur- 
den over a term of years long enough to 
cover the business cycle. On the face of it, 
where such a course is practicable, it 
appears very sensible, especially in the 
case of an industry which is strongly 
affected by the cycle. In depression years, 
burden is underabsorbed and in prosperity 
overabsorbed, matters that can be ex- 
pected in large part to right themselves 
over the period covered by the cyclical 
movement. Yet it must be said that there 
is nothing in either economics or cost 
accounting which makes it a rule that 
every unit of output should bear the same 
burden charge, whether the unit be a 
gallon of gasoline sold, a tire repaired, or 
some combination of these products. 

The literature of railway rates has given 
considerable attention to this problem of 
apportioning joint costs,* and perhaps the 
conclusion that sometimes seems to be 
reached there must be accepted for other 
fields. Writers on railway economics speak 
of charging what the traffic will bear. 
Under this. system, some traffic units 
make .little contribution toward fixed 
costs, while others contribute a good deal. 
The separate contributions made by all 
the units of traffic must be such that, when 
they are added together over a period of 
time, there is an expectation that fixed 
costs will be covered by revenues, or long- 
lasting equipment will not be replaced. On 


8 For instance, see W. Z. Ripley, “A Contribution to 


the Theory of Railway Rates,” reprinted in Railway 
Problems (Boston, 1907), especially pp. 139-140. 
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the other hand, if it so happens that the 
separate contributions add up to more 
than is required to cover fixed costs, the 
railway becomes unduly profitable, when 
compared with other enterprises, and 
competition is attracted or public regula- 
tion encouraged. From the standpoint of 
costing, evidently the plan represents 
little more than a policy of despair, 
because it means that joint and fixed costs 
are not apportioned at all. Even here, 
however, railway rate literature offers 
some assistance, because railway eco- 
nomists realize that there can be some 
departmentalization of fixed costs, as of 
other costs. Passenger cars are a charge 
against passenger revenue (at least until 
they become so old that they are handed 
over to house the track-repair gangs), just 
as is the case with passenger conductors, 
the officials who answer inquiries at city 
passenger depots, and the food taken on 
by dining cars. But, while food bought for 
a particular dining-car run is clearly a 
charge against that run, the conductor’s 
wage must be charged against the runs 
covered by his hiring term; the cost of the 
dining car against all its runs while in 
service; and the salary of the information 
clerk against the entire passenger traffic 
to and from the depot during his hiring 
period. Evidently, this kind of approach 
would involve greater flexibility than 
usually is found in cost accounting and, 
if carried far, it might be so expensive as 
to preclude costing except in the form of 
special studies, undertaken to settle par- 
ticular problems as they arise from time to 
time. But if costing results are no more 
than empirical and do not tell what costs 
are but what they would be if output were 
a certain amount, and if a burden charge is 
accepted which is little more than a guess, 
as often is the case, such costs may serve 
to delude the management rather than 
to inform it. 

Lastly, mention might be made of an 


implication of the discussion that hag 
taken place in recent years on the subject 
of methods of inventory valuation. If, as 
some contemporary accountants seem to 
suggest, truth in accounting consists ip 
giving effect in the accounts to market 
values, it is justifiable to charge at 
market value not only the inventory that 
has been used up in production or sale 
but also that which remains on hand and 
appears in the balance sheet. So long as 
accounts are expected to reveal a flow of 
historical values, of course these objectives 
are incompatible. The last-in, first-out 
method charges inventory used up or 
sold at something approaching its market 
value but does so only at the expense of 
having an obsolete balance sheet figure; 
whereas the first-in, first-out method 
gives the opposite result, an up-to-date 
balance-sheet figure at the price of an 
income or cost statment that incorporates 
obsolete inventory values. This is merely 
another example of a situation that is 
often met in accounting, one in which it 
becomes apparent that the same set of 
figures cannot be expected to serve differ 
ent purposes.® It is not so much that there 
is a single truth in accounting as that 
different answers are true when the 
questions that are put differ. The farmer 
who expects to remain in farming acts 
reasonably enough when he refuses to 
revalue his basic livestock and equipment 
every time market values change. Asidé 
from outside purposes, such as satisfying 
the income tax authorities, what he wants 
to know from his income statement is how 
much income is available to spend without 
using up the stock-in-trade he owns in the 
form of livestock and equipment. On the 
other hand, the banker who is asked to 
lend money to the same farmer on the 


sell off its basic inventory of goods without replace 
ment as it would by selling its equipment. 


the market-value 
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security of these assets would be foolish 
if he did not require that some account be 
taken of market values in the statement 
that is submitted for his examination.’® 


1¢ Some time ago, the writer had an opportunity to 
examine a group of farm accounts, covering the year 


lower asset values at the end of the period. For purposes 
of bank credit, undoubtedly it was sound to write down 
assets in this manner. But the farmer who found his 
cash income in excess of outgo, and his inventory kept 
when roceeded to spend the income indicated by 
that took no account of lowered inventory 


THE DEVELOPMENT OF ACCOUNTING 
FOR REGULATORY PURPOSES BY 
THE FEDERAL POWER 
COMMISSION" 


E. L. KoHLer 


articles entitled ‘““‘Power Price Fix- 
ing,” by James L. Dohr, appeared 
in the Journal of Accountancy. Purporting 
to be “a dispassionate review of the 
questions involved,” these articles are 
prefaced with the following statement? 


“The proceedings in the Montana Power Com- 
pany case before the Federal Power Commission 
involve an accounting reclassification under sec- 
tion 301 (a) of the Federal Power Act. In its de- 
cision (February, 1945) the Commission reiterates 
its oft-made statement that its classification of 
accounts for public utilities is based on a ‘cost’ as 
distinguished from a ‘value’ basis. What it seeks 
to convey by this statement is indicated more 
clearly by other statements in its opinion. On page 
16 it says ‘Our system of accounts is firmly 
tooted in the cost concept, which has been gener- 
ally recognized as the proper basis for regulatory 
purposes’; on page 17 it suggests that the position 
taken by the company would ‘enable regulated 
utilities to utilize accounting as an instrument 
for imposing an effective check on regulations’; 
on page 8 of the concurring opinion the testimony 
of the company’s accounting witnesses is rejected 
as being an attempt to support the claims of their 
clients ‘rather than an expression of sound ac- 


| FEW MONTHS ago a series of three 


_* Reprinted from The George Washington Law Re- 
view for December, 1945. Copies of that issue (devoted 
entirely to various phases of the Federal Power Com- 
mission’s activities from 1920 to 1945) may be obtained 
by addressing that periodical in Washi (6) D.C. 
Price for single copies is $2 unbound, bound. 


counting principles consistent with the purposes 
of the Federal Power Act.’ It is to be observed 
that in the foregoing statements there is a hope- 
less confusion between accounting principies and 
regulatory mandates and objectives.” 


The articles then discuss at some length 


the Commission’s decisions and those of 


the Montana and Arkansas utility com- 
missions on the accounting practices of 
the Montana Power Company and the 
Arkansas Power & Light Company. At 
the end of his last article Mr. Dohr con- 
cludes? 


“The Commission’s treatment of the com- 
pany’s accounting witnesses in the Montana 
Power Company case is a bungling attempt at 
besmirchment. It is inaccurate; it is lacking in an 
understanding of accounting; it is at variance 
with the obvious facts; it is wholly unwar- 
ranted ... the Commissioners’ lack of under- 
standing of accounting principles is a severe 
handicap...” 


Mr. Dohr’s indignation is shared, possibly 
for other reasons, by Joe Bond, a certified 
public accountant formerly associated 
with the Arkansas Public Utility Com- 
mission. Mr. Bond states:* 


“The present program of the Federal Power 
Commission, as revealed in ‘original cost’ pro- 
ceedings which followed the initiation of this 
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system of accounts, shows conclusively that this 
system of accounts, together with the arguments 
advanced for its adoption, were, to this authority, 
a well-planned Trojan horse, within the shell of 
which was concealed an economic philosophy 
utterly foreign to the American system of private 
enterprise.” 


Following the Hope decision,® it has been 
generally agreed that the Federal Power 
Commission, acting under a _ blanket 
authority from the Congress, has an 
exceedingly free hand in establishing a 
rate basis. But Justice Jackson, in a 
dissenting opinion, commented thus on the 
propriety of leaning too heavily on costs 
and the accounting records which are 
built up from costs: 


“To make a fetish of mere accounting is to 
shield from examination the deeper causes, forces, 
movements, and conditions which should govern 
rates. Even as a recording of current transactions, 
bookkeeping is hardly an exact science... it 
uses symbols of certainty to express values that 
actually are in constant flux... our quest for 
certitude is so ardent that we pay an irrational 
reverence to a technique which uses symbols of 
certainty, even though experience again and 
again warns us that they are delusive.” 


From these quotations—and there are 
many more like them—it appears that 
accounting as it has been practiced by the 
Federal Power Commission in recent 
years has inspired a good deal of angry 
rhetoric. The vocal chorus emanates not 
only from those who imagine that their in- 
terests have been adversely affected, but 
from accountants themselves, the validity 
of whose traditional practices has been put 
to the test. It is the purpose of this paper, 
within the limitations of brevity, to ex- 
amine the basic questions of accounting 
which the Commission has raised, and to 
appraise very generally some of the Com- 
mission’s accounting practices. 


WHAT THE COMMISSION HAS REQUIRED 


Sec. 301 (a) of the Federal Power Act® 
obliges every utility to keep accounts in 


accordance with whatever system therefor 
is prescribed by the Federal Power Com: 
mission. A similar provision appears in the 
Natural Gas Act of 1938. By virtue of the 
earlier authority, the Commission devised 
a uniform system of accounts for electric 
utilities which was made effective January 
1, 1937, and a comprehensive annual 
report based on the uniform accounts. The 
average utility has had little trouble in 
conforming its records to the Commission's 
requirements, except for the analyses and 
reclassifications made necessary in the 
“property” accounts (i.e., land, buildings, 
equipment, intangibles). Most utilities 
had maintained property accounts without 
supporting detail, and it was not unusual 
to find a variety of tangibles and in 
tangibles therein with credits for retire 
ments on varying valuation bases or with 
no credits at all, and widely differing 
methods for capitalizing new construction 
and equipment. Among the Commission’s 
accounting requirements, as outlined in 
the uniform system, were the following? 

1. A grouping of properties was required 
through the use of subaccounts whereby items of 
the same type would appear under a commop 
head, the purpose being to facilitate comparisons 
of property investments with those of other utili- 
ties, make possible better retirement entries, and 
establish a more intelligible rate base. 

2. Cost to be recorded for each grouping and 
subgrouping was the total of the “original’’ costs 
of the property items on hand, original cost mean- 
ing that “incurred by the person (including any 


preceding owner) who first devoted the property 


to utility service.” This led in many instances to 
an investigation of the books of predecessor or 
ganizations, and sometimes resulted in estimates 
if old records were unavailable. 

3. The excess of purchase cost over the original 
cost of an asset already in use was to be segre- 
gated in account 100.5, pending a disposal order 
from the Commission. In most instances the 
Commission has recommended an amortization 
period of 15 years or less. 

4. “Write-ups”’ in original cost resulting from 
“book entries” and not bona fide investment it 
physical equipment were to be segregated in ac 
count 107, One would expect to find under this 
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head “appreciation” entries, profits paid to pro- 
moters in cash or capital stock and charged to 
plant, intercompany transfers and profits on con- 
struction, and other “paper” transactions— 
arbitrary increases having no justification under 
conservative financing and accounting pro- 
cedures. This class of items the Commission has 
directed to be removed immediately from the ac- 
counts. 

5. Property having a limited life (which means 
all fixed property except land and a few minor 
intangibles) was to be depreciated in such a 
manner as to spread cost over useful life. The 
Commission has tended to favor straight-line- 
depreciation methods, in accordance with pre- 
vailing practice in competitive enterprise. 


WHAT HAS HAPPENED IN 
THE INDUSTRY 


Each year the Commission has pub- 
lished in a single volume the financial 
statements of the principal privately 
owned electric utilities of the country.’ 
An epitome of these statements. was 
published for the year 1943" which 
brought out the striking changes that had 
taken place in the industry since January 
1, 1937, the date when the Uniform System 

of Accounts became effective—changes 
| for which the uniform system and the 
controls established thereby had been 
at least in some measure responsible. 
Several of these changes are worth noting: 


i. The segregation in accounts 100.5 and 107 
of the excess of book values of property over 
original cost has up to a recent date (August, 
1945), amounted to $870 millions, and the full 
s amount eventually to be segregated is estimated 
s by the Commission at $1,500 millions. Since on 
January 1, 1937, the total book value of fixed 
properties over which the Commission has juris- 
diction was approximately $6,500 millions, an ul- 
timate adjustment of at least 20 per cent is 
indicated. 

2. Depreciation reserves between 1937 and 
1943 increased from $1,500 millions to $2,500 
millions, or 70 per cent. By the end of 1945, at 
the present rate of accumulation, the reserves 
will have increased 100 per cent over their cld 
level and their ratio to fixed properties should 
exceed 20 per cent. 

3. Reported annual net income, ranging from 
$487 to $548 millions (or from $392 to $497 


millions if reduced by net surplus charges of all 
kinds), and showing no observable trend in either 
direction, was sufficient to yield annual dividend 
payments on preferred stock averaging 6 per cent 
and on common stock averaging 7 per cent, and 
to absorb more than $1,100 millions in surplus 
charges, an undisclosed portion of which con- 
sisted of write-up eliminations and amortization 
provisions against excess purchase costs. 

4. Structural and other property additions of 
approximately $1,300 millions, reductions of 
long-term debt and paid-in capital of $260 mil- 
lions and $60 millions, respectively, and increases 
in working capital of $330 millions were made 
possible by the reinvestment of depreciation re- 
serves and of earnings in excess of dividends. 


During the seven-year period, the num- 
ber of domestic customers (excluding 
rural) rose from 18,900,000 to 22,100,000, 
annual consumption increased from 783 
to 1,052 kwh, the rate declined from 4.3¢ 
to 3.6¢ per kwh, and the annual domestic 
bill increased from $34 to $38. The number 
of commercial and industrial users de- 
clined slightly because of the war (1 per 
cent from 3,630,000), but average annual 
consumption increased from 17,900 to 
32,400 kwh, the average rate decreased 
from 1.7¢ to 1.3¢ per kwh, and the annual 
bill increased from $304 to $427. A part of 
the decrease in average rates may of 
course be attributed to the lower brackets 
into which higher consumption falls. 
Again, much of the increased consumption 
was caused by the war. Nevertheless, the 
fact remains that the rate of output in- 
creased 65 per cent, the number of cus- 
toraers 15 per cent, and gross revenue 
38 per cent, while net income displayed 
but little average variation. In future 
years further trends in the same direction 
may be expected. 

It would be rash to impute to the Com- 
mission, to management, or to circum- 
stances beyond the control of either, such 
as the war, any specific portion of the 
credit for this favorable showing. The 
results have been produced by a combina- 
tion of forces which has included numerous 
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elements. But one can agree with the 
Wall Sireet Journal in saying that “the 
fundamental position of the electric- 
utility industry has been strengthened by 
the Federal Power Commissions’s pro- 
gram of eliminating intangible items and 
write-ups from the property accounts of 
many companies.” One result has been a 
lowered rate for both interest and divi- 
dends in the case of utilities which have 
complied with’the Commission’s rules on 
the valuation of their properties, thus 
bringing about ultimately a saving to rate- 


payers. 


TRENDS IN ACCOUNTING 


In the broad areas embraced by finan- 
cial and business controls, accounting 
principles and policies have played a role 
that has increased greatly in importance 
during the past ten years. Accounting has 
become firmly entrenched as the language 
of business and of businessmen. Total 
assets, gross volume, net income—these 
are among the many terms that account- 
ants have been able to keep within the 
confines of their art. Accounting terms and 
the practices they reflect have universal 
implications and applications, notwith- 
standing the technical variations among 
situations in which they are employed.” 
The result has been a series of strong 
moves both within and without the pro- 
fession: first, to define and improve ac- 
counting terms and standards; and, sec- 
ond, to use accounting as the basis not 
merely for interpretation but for action as 
well.“ The rapid growth in the use of ac- 
counting as a basis for action has often dis- 
mayed and confused accountants them- 
selves, particularly public accountants, 
who have been all too conscious of the 
shortcomings of their art: the discrepan- 
cies between principles and practice; and 
the not infrequent absence of principles al- 
together, accompanied by the cheerful if 
not always consistent and qualified certifi- 


cation by themselves and their fellows of 
widely opposing practices. What is more, 
formal statements of principles often lag 
far behind practice. 

Cost has commanded the attention of 
accountants for many years.” The recent 
pronouncements by the Federal Power 
Commission and the Supreme Court 
appear to the writer and to many of his 
fellow practitioners as a natural out 
growth of this extended consideration. In 
the 20’s much reliance was attached by 
business enterprise to appraisals of prop 
erties and their expression on the books 
of account and in financial statements, 
There was a good deal of magic in ap 
praisals, for they were often the basis for 
new loans, and, in the case of utilities, 
higher rates. Economists there were who 
justified appraisals as lessening the dis 


tinction between ‘“‘mere accounting’ and 


cherished notions of “value,” but these 
same economists have been wholly um 
critical of the method of obtaining the 
result in individual cases; their continued 
presence in regulatory bodies has been a 
factor in protracting the use of present: 
value concepts to this day. In June, 1938, 
the executive committee of the American 
Accounting Association, in a “Statement 
of Accounting Principles” strongly ad- 
vocated the adoption of a basic cost 
principle for all accounting; this was 
followed in 1940 by a statement of the 
Committee on Accounting Procedure of 
the American Institute of Accountants 
that “any attempt to make property 
accounts in general reflect current values 
is both impracticable and inexpedient.”™ 


The reasons for this trend are not § 


difficult to find. Assumptions made by 
appraisers who compute costs of reproduc 
tion are always so unreal that the assump- 
tions if revealed to the reader of financial 
statements would largely if not wholly 
offset the impression of value increment 
which it is the purpose of enhanced figures 
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to convey. Another reason is that costs 
are the only “value” that can be under- 
stood with any certainty by stockholders, 
and it is primarily from the stockholders’ 
point of view that financial statements are 
prepared. Finally, there is a growing 
feeling that costs must be kept as low as 
possible in order to keep the business on 
the favorable side of the competitive 
picture. The lower the asset valuations, 
the lower the price to consumers; and the 
lower the price to consumers, the larger 
the sales volume and the more stable the 
net profit for stockholders—objectives 
now recognized as necessary to the suc- 
cessful operation of any business enter- 
prise. These objectives have in some 
measure been reflected in the operations 
of the power industry, as already pointed 
out. 

Another trend has been in the direction 
of eliminating intangibles, which has 
taken two forms: the amortization of 
existing intangibles and the avoidance, 
whenever possible, of new intangibles. It 
was once the custom, when a business 
enterprise changed hands or was reor- 
ganized, to issue capital stock haying a par 
or stated value in excess of the book value 
of net assets, to call the difference “good- 
will,’ and to regard the intangible as a 
permanent fixture on the balance sheet. 
With the recognition that goodwill in its 
usual form is represented to be the dis- 
counted value of future excess earnings, 
has come the conviction that it should be 
charged off over the periods to which such 
earnings are ascribed, that after a few 
years following the purchase of goodwill, 
the goodwill then existing is dependent 
on factors of comparatively recent origin, 
and that the goodwill factors originally 
present have largely disappeared.’* Fur- 
ther, in the purchase of a business enter- 
prise as a whole, there has been a declining 
emphasis on the worth and transferability 
of any excess earning power. The hazards 


inherent in estimating future prices, and 
the urge from various quarters to lower 
prices in order to add solidity to the 
operational foundation have had the 
effect of minimizing goodwill transactions. 

More attention has recently been given 
to depreciation rates and depreciation 
reserves. At one time the feeling persisted 
that any measure of depreciation was at 
best a rough guess—a bookkeeping device 
which warranted the time of management 
only when not agreed to by the Bureau of 
Internal Revenue. This has been followed 
more recently by the development of 
methods by which the adeqnacy of 
depreciation rates and reserves may be 
tested. Group or composite straight-line- 
depreciation methods have become almost 
universal. The standard of depreciation 
procedure in commercial enterprises has 
required the application of composite 
straight-line rates which may be compared 
with those developed elsewhere in in- 
dustry and changed when experience 
indicates the accumulation of a reserve 
that is too large or too small. The adjust- 
ment has been usually limited, however, 
to the alteration of the future rate, leaving 
the over- or under-provided-for reserve 
for the moment undisturbed. Under the 
newer procedure, retirements, less salvage, 
are charged in full against the reserve. 
Reserve balances now tend to reach their 
theoretical 50 per cent level in relation 
to the assets against which they apply, 
although remaining at 35-40 per cent in 
expanding enterprises. The war has in- 
creased many reserves to as much as 
80 per cent of asset cost; many plants 
having doubtful utility in peacetime have 
been depreciated 100 per cent. It may be 
that reserves will be found to be excessive 
in war plants which continue to be useful. 
Consumers in some instances are certain 
to benefit from lower prices. 

These trends in commercial accounting 
have doubtless had the effect of stimu- 
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lating better standards of performance in 
the electric-utility industry, and they 
both explain and fortify the efforts of the 
Federal Power Commission in seeking 
more intelligible property accounts. 


THE COMMISSION’S ACCOUNTING POLICIES 


For its extension of the cost principle, 
now so well established in accounting 
practice, to transactions of predecessor 
or affiliated companies, the Federal Power 
Commission has been compelled to face 
such attacks as those appearing at the 
beginning of this paper. The specific 
charges have been that Commission has 
violated “generally accepted accounting 
principles” and has set up in their place an 
arbitrary “formula.” “Management,” says 
Mr. Dohr, “cannot exercise sound judg- 
ment in the operation of a public utility 
if the accounting rules are laid down by an 
outside agency for some special purpose. 
... (Management) must determine what 
is desirable for purposes of finance, taxa- 
tion, replacement of obsolete equipment, 
etc. The accounts must be kept accord- 
ingly.”’*° Why these purposes would not 
be served as well or even better by the 
“rules” of the Commission Mr. Dohr 
does not state. Like critics of the Com- 
mission, Mr. Dohr entertains dire fore- 
bodings when he contemplates the up- 
setting effect of the Commission’s controls 
over accounts. 

If it were not for accounts 100.5 and 107 
and their disposition, the accounting 
profession would probably have remained 
silent and wholly complaisant, since recent 
decisions and regulations have so greatly 
extended the importance of accounting 
and accountants. The violence of the 
reactions of a number of prominent ac- 
countants has, however, raised questions 
as to the nature of the motives that lie 
behind the Commission’s actions. To the 
writer these motives seem to have been 
derived from some such approach as 
the following 


(1) During the 20’s the financial prac. 
tices of public utility holding companies 


were completely out of hand; accounting § 


followed fantastic standards—standards 
that would be damned today by numerous 
groups, including the holding companies 
themselves. Fixed-asset values in dozens 
of cases investigated at the end of the 
decade by the Federal Trade Commission 
were found to be based on the par or stated 
amount of capital stock, which was always 
greatly in excess of their cost; or values 
had been increased almost at will by 
management, with resultant surpluses 
absorbed by stock dividends; and there 
had been wild scrambles on the part of 
the holding companies to buy up in 
dependents, often ending with cash pur 
chases of fixed assets at prices amounting 
to several times their cost. Only one or 
two of the holding companies and their 
subsidiaries escaped the mad rush in the 
direction of fixed-asset inflation. In its 
report to the Congress, after a five-year 
investigation, the Federal Trade Com- 
mission recommended drastic remedies 
and the establishment of a Federal agency 
to cope.with the problem, with broad 
powers to fix a basis of accounting for that 
portion of the industry engaged in inter- 
state business. The Congress followed the 
recommendation, and the Federal Power 
Act of 1935*% and the Public Utility Hold- 
ing Company Act of 1935% were the 
consequences. From the beginning, there- 
fore, the Federal Power Commission has 
been charged with the responsibility of 
untangling and recasting the industry’s 


grotesque valuations and valuation meth- 


ods, and of establishing a simpler basis 
for accounting, reporting, and rate making. 

(2) Investors, as well as the utility 
companies themselves, have been on 
notice since the commencement of the 
Trade Commission’s investigation that a 
day of reckoning was approaching. Many 
companies quickly complied with the 
Commission’s rules and regulations as 
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they were issued, recognizing that their 
goodwill in the community was dependent 
on the elimination from their financial 
set-ups of speculative values and swollen 
equities of stockholders. The gradual, 
often voluntary, reduction in electric 
rates throughout the country during the 
last fifteen years, and the steady improve- 
ment by the industry of its financial 
practices and position, as noted above, 
testify to its awareness of the public 
demand for reform. The many recapitali- 
zations downward, made necessary by the 
elimination of imaginary values and the 
insufficiency of capital surplus and earned 
surplus, have thus been necessary, long- 
postponed, deflationary acts. 

(3) Value appreciation, even though 
reflected in arm’s-length transfers of 
utility properties for cash, or for capital 
stock having or not having a market 
value, is always difficult and in most. cases 
impossible to prove on an objective basis. 
The writer has had occasion to examine a 
large number of appraisal and engineering 
reports on utility valuations, and to 
discuss with appraisers and engineers the 
methods they have followed in obtaining 
reproduction costs and present values. 
Many of their assumptions involve what 
are commonly referred to by accountants 
as intangibles: the greater worth of an 
asset as a part of a coordinated and 
functioning plant; the price of materials 
and the cost of labor at rates or in amounts 
which no prudent operator would consider 
paying; the use of general price indices 
having no application to the community 
in which the property is located; con- 
tractor’s profit on construction under- 
taken by the utility itself; overhead con- 
taining many elements and allowances 
approved at different times and under 
different conditions by various state 
regulatory commissions; capitalized excess 
earnings of an “efficient” plant, combina- 
tion, or use of an asset or group of assets; 
in short, value increments that would 


25 


never be incurred in practice by a manage- 
ment which had regard for the interests of 
investors and consumers. When such 
increments are stripped from the valuation 
report, cost of reproduction is not in- 
frequently found to be no more than 
original cost—sometimes even less, since 
the deterrents which hindsight suggests 
cannot be applied to current transactions. 
In time, the Commission may develop 
standards for prudent construction costs 
which, if applied to past extravagant 
outlays or projects undertaken and com- 
pleted without adequate supervision, 
might well raise serious questions as to 
the validity of a significant portion of 
original costs. Accountants who have 
criticized the Commission have appar- 
ently been unaware of the nature of such 
costs and of appraisals whose purpose so 
often is to justify profits to promoters 
as a part of the rate base. Even the 
Supreme Court, relying in past years on 
many an appraisal report to sustain a 
high rate base, seldom stopped seriously 
to question the assumptions of the value- 
makers. 

(4) Although particular items of equip- 
ment may cost more today than when 
originally purchased, there seems to be no 
reason why such an increase in price 
should be assumed to have any relation to 
the present costs of the individual enter- 
prise which has paid a lower price: To the 
asset’s owner the price increase has 
significance only in pointing out the 
possibility that more money may have to 
be retained in the business for replace- 
ment. Every manager knows that when 
the time for replacement comes, a cheaper 
or more efficient substitute may be avail- 
able, or perhaps the replacement may be 
avoided altogether. Replacement of ex- 
actly the same type of asset is a rarity, 
particularly if price changes may have 
the effect of bringing about a different 
return on the investment. The revaluation 
of an asset or of a plant attempts to give 
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reality to events that never occurred and 
to events that never could occur simulta- 
neously except in the mind of an appraiser. 
In actual business life, assets are acquired 
at different times and under different 
conditions; and management, investors, 
and consumers alike know the meaning of 
varying costs, and the effects costs are 
prone to have on rates when they tend to 
move in the same direction for any pro- 
tracted length of time. Fortunate indeed 
for all three interests is the utility that 
can ride through a period of high prices 
without purchasing major items of new 
equipment. No basic economic reason 
seems to warrant contributions by the 
ratepayer to the investor during such a 
period, however. 

(5) Without the leavening effect of 
competition, a business enterprise such as 
a public utility tends to neglect its 
customers. Regulatory bodies fill the gap. 
They superimpose accounting and other 
policies on management, just as corpora- 
tion laws sometimes do. Their purpose is 
to see that the best possible deal is given 
ratepayers. This necessitates a fair deal 
also to investors, else an adequate supply 
of capital will not be available and the 
capital now invested in the industry will 
be withdrawn. But the fairest deal for both 
interests is to cut out inflation and return 
to the simple basis of costs. No harm has 
been done to investors, since they have 
been expecting capital reductions and 
have even looked forward to the day when 
a fully stabilized valuation policy of cost 
will lend a larger degree of certainty and 
security to their holdings. Public-utility 
securities should then have the lowest 
yields in their history; the investment 
risk will have been minimized; there will 
be no lack of capital available for refund- 
ing and new financing; and the market 
price of a utility security will tend to 
remain at its original selling price. In- 
vestors have more confidence in utilities 


under strict regulations than in those 
subject to the hazards of speculation and 
promoters’ profits.” 

(6) One of the chief virtues of the 
prudent-investment theory long advocated 
by Justice Brandeis is the unity it gives 
to valuation for capitalization, account- 
ing, reporting, taxation, and rate making, 
If the public interest is to be regarded as 
paramount, the theory cannot be adopted 
in part. Freezing valuations*® before a 
certain date is a poor remedy, for in fair- 
ness to more conservative organizations 
each member of the industry should be 
permitted a revaluation as at that date; 
for if that were done, all the questions of 
padded, nonobjective valuations would 
again be raised. Less risk to investors 
would be incurred by excluding from the 
common base every element of increment 
above original cost. Whatever portion of 
the current market price of a security may 
be imputed to the hope for a return on 
something exceeding original cost will be 
more than compensated for by a secure, 
nonspeculative rate base. The investor, 
of course, takes the risk that the venture 
will fail in whole or in part; but, under the 
present and any conceivable future policies 
of the Commission, that risk will recede to 
the vanishing point, with rates attuned 
to straight-line depreciation and the 
recovery of unforeseen losses. 

(7) No violation of accounting prin- 
ciples occurs when the Commission’s rule 
of “original cost” is applied. The Com- 
mission is still adhering to cost, notwith- 
standing its denial of the validity of a 
portion of a subsequent sales, or other 
write-up, figure, once the asset has been 
put to public use. In many cases accrued 
depreciation, properly computed, would 
reduce the acquisition cost to original cost 
or lower, and the net figure is still com- 
monly referred to by accountants as cost. 
In other instances, extraordinary obsoles- 
cence may justify the write-down of an 
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original cost figure, the reduced amount 
also being commonly referred to by ac- 
countants as cost. The Commission, im- 
posing a policy on the management, may 
very properly require that a write-up be 
eliminated, as in the Northwestern case?" in 
which a utility was compelled to amortize 
gradually an intangible created by the 
issue of common capital stock. Each year, 
until the intangible had been completely 
eliminated, the company was required to 
apply against the intangible the annual 
net income remaining after preferred- 
stock dividends. The Court lightly brushed 
aside the objection raised in a brief filed 
by the American Institute of Accountants 
that the Court’s approval of this method 
of disposal “would have a detrimental 
effect on all accounting.” The only detri- 
mental effect implied by the brief was that 
an accounting principle would be violated. 
Yet the principle itselfi—that a write-up* 
ought to be eliminated from the books— 
was only half-heartedly accepted by the 
Institute’s counsel. In fact, he quoted an 
authority as opposing it, but a careful 
reading of the authority indicates that he 
was dealing with stock discount, not an 
intangible created by a stock write-up, 
and his recommendation was that the 
discount be retained on the books for 
record purposes and that it be subtracted 
on a published balance sheet from the 
related stock issued.2* The brief then 
attacked the opinion of the Commission’s 
chief accountant “that the Commission 
would be fully justified from the stand- 
point of accounting principles in ordering 
the amount written off or disposed of at 
once,” but that “policy” might “call for 
spreading the amount over a reasonable 
period of years in the future,” the attack 
presumably resting on the assumption that 
the two statements quoted are in conflict 
with each other. Actually, there is no 
conflict. The principle, at least as the chief 
accountant stated it, asserts the need for 


the elimination of the write-up, not the 
method of elimination: a statement with 
which most accountants should readily 
agree, since all fixed assets except land are 
subject to depreciation. An immediate 
write-off or a write-off over a series of 
years becomes a matter of policy, within 
the framework of the principle. Many 
accounting principles have been thus 
variously applied.*° 

(8) Accountants make frequent use of 
the expression “generally accepted ac- 
counting principle” in objecting to the 
Commission’s write-off of what it regards 
as inflation. The generally accepted ac- 
counting principle referred to is that cost, 
or fair value at the time assets are acquired 
in an exchange, should govern accounting 
entries and thereafter accounting reports. 
The rule was intended, however, for 
commercial enterprises, in which manage- 
ment restraint, induced by the compulsion 
of remaining in a competitive market, 
establishes a natural deterrent to excessive 
valuations. No such deterrent exists in 
public utilities, and it thus appears that a 
modified principle is essential for such 
organizations. The Commission’s defini- 
tion of original cost has already had the 
effect of establishing a new principle, and 
the new principle has for many years been 
recognized by professional accountants 
who, in reporting on the financial state- 
ments of public utilities, have always 
disclosed any failure to comply with the 
Commission’s requirements as to fixed- 
asset analysis, valuation, and deprecia- 
tion. Compliance, on the other hand, has 
invariably been followed by the omission 
of such comments. Whether or not the 
disclosure or its omission conforms with 
pronouncements the American Institute 
of Accountants has made on the subject of 
“principles,” what accountants have ac- 
tually done, and done deliberately over a 
period of time, appears to offer more 
realistic evidence of the principles they are 
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observing. What is more, private opinion 
among public accountants closely as- 
sociated with the annual audits of utility 
enterprises should leave no doubt as to the 
“generally accepted accounting principle” 
involved. Their beliefs, as expressed to the 
writer, are reflected in their reports. 

(9) The Congress did not impose on the 
Commission a formula requiring the use 
in rate cases of values other than cost or 
depreciated cost; it imposed only the duty 
of determining “‘just and reasonable rates.” 
In the Natural Gas Act, for example, it 
permits but does not require the Commis- 
sion to “investigate and ascertain... 
when found necessary for rate-making 
purposes ... the fair value” of property, 
thus seemingly leaving to the Commis- 
sion’s discretion the admission or exclusion 
of evidence relating to reproduction cost 
or present value. On the other hand, the 
refusal of the Congress to commit itself 
to the prudent-investment theory during 
its consideration of the Natural Gas Act 
of 1938 does not mean that it rejected the 
exclusive application of that theory should 
the Commission so elect. It simply referred 
the whole task of valuation to the Com- 
mission without any restriction. 

(10) In the Montana case,** a number of 
professional accountants, in testifying for 
the company, brought out clearly the lack 
of principles and standards among ac- 
countants in interpreting the meaning 
of “value” at the time of an exchange of 
assets for stock. The witnesses indicated 
their approval of recorded amounts at the 
time of the transfer, with but superficial 
evidence in support of figures in excess of 
original cost. They indicated no distinc- 
tions between the judgments that should 
be applied to the paid-in values of utilities, 
particularly in transactions between af- 
filiates,** and those of competitive com- 
mercial enterprises. To one familiar with 
the subject matter developed during the 
investigation of the Federal Trade Com- 
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mission, it seems all too obvious that, 
prior to the enactment of the 1935 legisla. 
tion, the appearance of arm’s-length 
transactions between either affiliates or 
unrelated companies more often than not 
gave no clue to their real meaning, and 
that to accept them unquestioningly at 
their face value would surely defeat the 
purposes for which the Fedéral Power 
Commission was established—that pur- 
pose being to rid the industry of its exist- 
ing write-ups and to see to it that no more 
of them occurred. If at times the remedy 
adopted has seemed a bit too drastic, 
especially when the significance of transac- 
tions has been dimmed by age, it should be 
recalled that the evils which the 1935 
legislation sought to correct were so 
widespread as to be almost universal, and 
that, at the same time, the practical 
effects of applying the remedy will not be 
found to be so severe as at first supposed. 

The practical judgment that may fol- 
low a review of the Commission’s actions, 
if, indeed, the writer’s surmises reflect 
with any accuracy the approach of the 
Commission to the accounting problem 
with which it has had to deal during the 
first ten years of its existence, can be 
expressed thus: The Commission has 
given ample evidence that it understands 
accounting, even though it does not 
exhibit reverence for the pronouncements 
on accounting principles which have been 
issued from time to time by the American 
Institute of Accountants and certain of 
its members. It has demonstrated its 
courage and persistence in the efforts it 
has made to purge write-ups from utility 
accounts. It has succeeded in inaugurating 
an “era of accounting” by removing rate- 
making from the obscurities and myths® 
of an esoteric “valuation” process and 
placing it in the clear light of original 
cost less depreciation. By that act it 
has imposed on accounting and account- 
ants a much larger responsibility than 


| 
| 


Accounting for Federal Power Commission 


they have faced before. It has understood 
well its social objectives—and manage- 
ment, investor, and consumer have each 
profited from its activities thus far. The 
objectors to and the harsh critics of the 
Commission have had their say, but the 
Commission has been firm in its con- 
victions and has successfully resisted their 
attacks. Our economic system has not 
crumbled in the process, and the Com- 
mission has given no evidence that it 
means to do other than its utmost to 
preserve that system. 


SOME DEFECTS IN THE 
UNIFORM SYSTEM 


It must not be inferred from this seem- 
ing extollation that the Commission has 
been without fault. Now, after nine years’ 
experience with the uniform system of 
accounts and the annual reports based on 
the system, the Commission should make 
some needed changes. One should be to 
omit the allowance of interest on construc- 
tion which, over the seven-year period 
previously referred to, has averaged about 
2 per cent of interest expense and 1 per 
cent of net income. In justification it is 
sometimes said that during a period of 
construction a portion of the utility’s 
borrowed money is tied up unproductively. 
But more funds on the average are also 
tied up in current assets, not temporarily, 
but permanently; and no one suggests an 
allowance in the accounts for interest 
thereon. Again, there is no necessary 
connection between borrowed funds which 
have been outstanding for some time and 
the funds that are used for current con- 
struction; the assets of a typical utility, 
whether liquid or fixed, originate in about 
equal proportions from long-term obliga- 
tions, contributions of stockholders, and 
reinvested earnings and reserves. There 
may be some justification, in a utility just 
starting out, for charging interest to con- 
struction accounts, but not after the 
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proceeds have been invested. It is a 
fiction of the first water. 

Other unfortunate accounting proce- 
dures which the Commission has tolerated 
are carrying forward as quasi assets: (a) 
losses from the disposal or destruction of 
property on which insufficient deprecia- 
tion has been accumulated; (b) stock 
discount and expense; (c) discount and 
expense on refunded issues of stocks and 
bonds; and (d) securities reacquired. The 
losses and the discount and expense may 
eventually be absorbed through high 
enough rates, and in the end the repur- 
chased securities will be deducted from 
the liability for issued securities: yet none 
of these items are assets by any stretch 
of the imagination, and their presence 
in the balance sheet distorts whatever 
meaning may be assigned, for statistical 
purposes, to balance-sheet totals. Again, 
three sorts of charges against earned 
surplus have been permitted: miscel- 
laneous reservations of net income (e.g., 
provision for sinking-fund reserve), direct 
debits to earned surplus during the year, 
and debits direct to the previous year’s 
earned-surplus balance which are not 
reflected in the current year’s surplus 
analysis. Thus, in the Commission’s epi- 
tome, “The Financial Record of the 
Electric Utility Industry, 1937-1943,” 
these amounts for the seven-year period 
average $3, $92, and $6 millions, respec- 
tively, per annum, the total of $101 
millions representing what may be a 
serious overstatement of net income of as 
much as 20 per cent a year.® The details 
of these surplus charges, many of them 
undoubtedly write-offs of the sort pre- 
viously noted, are, however, important 
enough to be revealed even on a summary 
statement. Finally, the form of balance 
sheet needs to be modernized so that it 
may be more easily understood by the 
average investor: assets and liabilities 
arranged in the order of their liquidity, 
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valuation reserves subtracted from the 
assets to which they relate, capital stock 
and surplus accounts brought together, 
standards established for surplus charges 
and credits, if, indeed, any are to be al- 
lowed at all, and so on. 
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STATEMENT OF ACCOUNTING POLICIES 
FOR WAR CONTRACT TERMINATIONS 


Joun W. CLARKE 


contracts has made imperative the 

preparation of statements of ac- 
counting policies to govern the manner of 
their terminations. 

This first published article concerning 
the full content of statements of account- 
ing policies, related accounting surveys 
and the method of processing them by the 
Eastern Audit District of the Army Air 
Force may be of timely interest to the 
many professional accountants and com- 
pany executives engaged in contract 
terminations. 

As several years have elapsed since the 
profession has published comprehensive 
data concerning statements of accounting 
policies, this article may also be of interest 
to accountants not involved in war con- 
tract terminations. Statements of account- 
ing policies prepared during the past year 
contain items concerning peacetime ac- 
tivities and are for most companies the 
only clear-cut statements available at the 
present time. 


T= IMPACT of a large volume of war 


BASIS OF STATEMENTS OF 
ACCOUNTING POLICIES 


An outline suggestive of the points 
which should be covered in a statement of 
accounting policies was published in July, 
1944, in the Joint Termination Manual 
of the War and Navy Departments as a 
part of the Contract Settlement Act of 
1944. 

The Manual provides procedures for 
the information and guidance of account- 
ing personnel of the War and Navy De- 
partments in accomplishing the objective 
of service to the contracting officer, and it 
was also offered to accounting personnel 
of contractors for their information and 
assistance. 

It is the government accountant’s 
general function to serve the contracting 
officer by reporting upon the data sub- 
mitted by contractors for use by the 
contracting officer in effecting termina- 
tion settlements fairly and quickly. 

The Manual contains provisions for a 
review of accounting policies and pro- 
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cedures, such review being dependent 
upon the actual or anticipated termination 
program of the particular contractor, 
including the number and dollar volume 
of contracts and the complexity of the 
accounting problems involved. 

The program of the government is 
based upon the accounting policies stated 
in the questionnaire contained in para- 
graph 50 of the Joint Termination Account- 
ing Manual, entitled “Contractor’s Ac- 
counting Policies.” This questionnaire 
lists the following subject headings: 

Inventory Policies 

Overhead 

Depreciation and Amortization 

Perishable Tools and Manufacturing 

Supplies 
Spoiled Work and Scrap 
Standard Costs 
Separation Pay 
Labor Premiums and Bonuses 
Pension Plans 
Repairs and Maintenance 
Engineering and Development and 
Starting Load Costs 

Intra-Company Transactions and 
Transactions among Affiliated Com- 
panies 

Consistency 

Other Income and Credits 

Miscellaneous 

Under each of the subject headings, 
particulars of points to be covered are 
suggested in very brief form. The para- 
graph states that the accountant should 
study and appraise the contractor’s ac- 
counting policies in the light of their 
consistency with: 

(1) Recognized commercial accounting 

practices, 

(2) Contractual provisions which deal 

with accounting matters, and 

(3) Statement of Principles for Deter- 

mination of Costs Upon Termination 
of Government Fixed-Price Supply 
Contracts. 
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To provide uniformity in requests to 
contractors for statements of accounting 
policies and procedures, a suggested out- 
line of accounting matters to be in- 
corporated in such statements was pre- 
pared by the staff of the Eastern Audit 
District Office of the Army Air Force and 
sent to contractors in May, 1945. It was 
suggested to regional and other staffs that 
all such requests addressed to contractors 
by these staffs be drawn up to embody the 
points in the numerical sequence of the 
outline and to the extent practicable; 
also, that the suggestions should not be 
construed either as limiting the points to 
be covered or as minimum requirements, 

This new outline, which is stated as 
Exhibit “A,” amplifies considerably the 
one stated in paragraph 50 of the Joint 
Termination Accounting Manual. It may 
also be of value in the development of 
postwar accounting policies. 


ACCOUNTING SURVEYS 


Usually an accounting survey is per- 
formed by government accountants for the 
purpose of obtaining information concern- 
ing the contractor’s policies. Particular 
attention is directed to methods of internal 
control or checks which tend to assure an 
accurate and efficient presentation of 
settlement proposals. 

An accounting survey questionnaire 
prepared by the government for use by its 
accountants relates to the same data 
mentioned previously as contained in 
paragraph 50 of the Manual. Slight 
differences occur in the wording, as 
sentences are prefixed by such words as 
obtain, explain, ascertain, determine, re- 
view, and describe. 

Some information is required relating 
to the contractor’s organization and capi- 
tal structure. An appraisal of the con- 
tractor’s accounting policies is required 
in conformity with paragraph 46 of the 
Manual. Further, the experience of gov- 
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| emment accountants relating to termina- 
tion settlement proposals already proc- 
essed may be included in the survey. 
Usually, such experience concerns items 
which have been stated in reports of 
government accountants to contracting 
officers as being non-acceptable or recom- 
mended for further consideration owing 
to the lack of auditable evidence. The 
approval of the contracting officer is 
required prior to the commencement of 
the accounting survey. 

It is desirable that, so far as possible, 
the major phases of the survey be com- 
pleted before the accountants’ reports 
covering any settlement proposals are 
released. However, the examination of 
individual settlement proposals should not 
be delayed pending the completion of the 
survey but should be handled expedi- 
tiously by subjecting them to whatever 
type of accounting review would otherwise 
normally be made. 

During the progress of the accounting 
survey, as well as prior to its commence- 
ment, conferences are held with con- 
tractors’ accounting personnel relative to: 

(1) Applicability of costs to the ter- 

minated contract. 

(2) Methods of prorating indirect costs. 

(3) Necessity for providing evidence 

which may be readily verified in 
support of items to be included in 
the proposal. 


PROCESSING OF STATEMENTS OF 
ACCOUNTING POLICIES 


The executive accountant of the con- 
tractor may submit the first completed 
draft of his Statement of Accounting 
Policies to the government accountant 
principally concerned with the processing 
of his settlement proposals. Under the 
decentralization plan of the War Depart- 
ment, for Army Air Force contracts the 
data are submitted to either a Regional 
Termination Auditor, a Field Office Ter- 
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mination Auditor, a Plant Termination 
Auditor, or a Field Accounting Officer. 

Upon completion of his analysis of the 
statement, the government accountant 
will submit the statement, together with a 
draft of a letter to the contractor contain- 
ing his conclusions and recommendations, 
through channels to his immediate head- 
quarters for approval. This letter, which 
when approved becomes the Acknowledg- 
ment to the contractor, will be prepared as 
follows: 

(1) The Acknowledgment will clearly 
state those policies which contract 
audit personnel wi'l recommend to 
the contracting officer for accept- 
ance in the review of termination 
claims, and will also enumerate 
those policies or practices with 
respect to which further clarification 
or discussion is desired. 

(2) When necessary a conference be- 
tween the contractor and a govern- 
ment representative will be re- 
quested for the purpose of reaching 
an understanding as to the ac- 
ceptability of questionable account- 
ing policies. 

The Acknowledgment will specifi- 
cally provide that understandings 
reached relate only to the account- 
ant’s treatment of the items con- 
cerned in reports of the accounting 
review, and that these understand- 
ings will not bind the government 
nor the contracting officer in his 
negotiation of settlements. 

The Acknowledgement will also 
contain the provision that if changes 
occur in laws, regulations, or policies 
governing termination procedures, 
or if other stated conditions are 
substantially altered, the under- 
standings will become inoperative 
or will be modified as the circum- 
stances require. 

When certain of the contractor’s ac- 
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counting practices and procedures are not 
acceptable, the government accountant 
will not permit these differences to in- 
terfere with recommendations concerning 
policies which are mutually acceptable. 
If points of difference are later resolved, 
and are of sufficient importance to warrant 
such action, a separate recommendation 
relating to the particular policy or policies 
may then be submitted. 

Particulars of points involved in finan- 
cial policies were formerly contained in 
accountant’s and auditor’s files. Such data 
were located chiefly at the foot of working 
papers and in permanent files, often inter- 
mingled with extracts of minutes, histori- 
cal financial data, and lengthy details of 
accounting procedures and internal con- 
trol. It was not necessary for the informa- 
tion to be assembled in a connected 
manner concerning more than one point 
of policy to comply with the usual require- 
ments of balance-sheet audits and related 
tests of income transactions. 

The work performed in the preparation 
of statements of accounting policies has 
resulted in assembling connected data 
concerning major accounting policies in 
concise form. Particulars of individual 
procedures are omitted except to the 
extent that an over-all policy may need 
amplification when varying circumstances 
surround a point of policy. 

The data are presented in the form of 
an agreement concerning each of the items 
included in the statement of accounting 
policies. This agreement is known as a 
Statement of General Accounting Policies 
and Termination Accounting Policies be- 
cause peacetime accounting policies are 
first explained and are followed by ac- 
counting policies and financial practices 
relating solely to contract terminations. 

Now that mass terminations have 
occurred, a clear idea of the accounting 
policies of war contractors has been known 
in advance of the preparation of an 


avalanche of contract settlement pro. 
posals. It is not necessary for vast numbers 
of accounting and other records bearing 
upon terminated contracts to be examined 
and summarized to arrive at conclusions 
regarding individual points of policy. 

Conferences between government ac- 
countants and corporation executives re- 
garding non-acceptable policies have been 
minimized when time is so vitally neces- 
sary for attention to reconversion prob- 
lems and thousands of former war workers 
are idle. 

When a statement of accounting policies 
has been prepared by a contractor and 
accepted by the government it will be used 
by the various branches of the services 
for processing the verification of the costs 
of their terminated contracts. Duplica- 
tions in accounting procedures of govern- 
ment accountants will be avoided. 

When statements of accounting policies § 
exist, the attention of accountants can be 
applied more selectively and expeditiously J 
to the items of importance, rather than 
wasted on detailed auditing. 

Reliance by government accountants 
on office reviews rather than on detailed 
audit verification will result in the ex- 
pediting of war contract settlements. 


Exhibit “A” 
ACCOUNTING POLICIES 
(A Suggested Outline of Accounting Matters to be 
Incorporated into a Contractor’s Statement of J 
General and Termination Accounting Policies.)* 
1. Inventory Policies: 


a. Current method of pricing inventories, and 
the length of time this method has been 
consistently used. 

b. Whether separate accounting controls ar 


* The information contained in Exhibit “A” shows 
that under war contract termination procedures the 
emphasis is placed on the treatment of transactions 
affecting inventory valuations. For this purpose, wide 
amplification has been made of the previous scope of 
accounting surveys. Stress is now placed on costs d 
— operating expenses, and accounting com 
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maintained over raw materials, work in 

process, finished-goods and other inven- 

tories, including list of classifications. 

. Whether perpetual inventory records are 
maintained and on what basis. 

. Frequency of complete physical inven- 
tories and rotary or cycle checks, and the 
extent of the adjustment necessary to 
reconcile the last complete physical inven- 
tory with the book inventory, together 
with the accounts charged or credited. 

. Material Costs: 

(1) Basis of charges to raw materials and 
work-in-process inventories. 

(2) Basis of allocation of materials to spe- 
cific parts, products, or contracts, and 
the procedure for handling common 
items. 

(3) Basis used in determining quantities 
to be purchased or manufactured, in- 
cluding method of scheduling pur- 
chases or shop orders of common 
items. 

(4) Basis for inclusion of inbound trans- 
portation, material handling, and 
other like costs included in the inven- 
tory pricing. 

(5) Treatment of purchase discounts and 
year-end volume rebates or discounts. 

(6) Method of determining costs trans- 
ferred from work in process to finished 
goods or cost of sales. 

(7) Whether terminated inventories and 
excess or obsolete items are segregated. 

. Direct Labor Costs: 

(1) Basis of charges to work in process, 
including allocation to specific parts, 
products, or contracts. 

(2) Distinction between direct and in- 
direct labor, indicating treatment of 
inspection and set-up labor. 

(3) Method of determining costs trans- 
ferred from work in process to finished 
goods or cost of sales. 

2. Indirect Manufacturing Expense: 

a. Classes of overhead and general descrip- 
tion of the items in each, together with the 
general basis of allocation and redistribu- 
tions to the direct and indirect burden 
centers. 

. Basis of charges to work in process, includ- 
ing allocation to specific parts, products, or 
contracts. 

. Treatment of expenses of idle facilities. 

. General policies for distinguishing be- 
tween charges to fixed assets and to ex- 
pense accounts. 


e. Treatment of rent on Defense Plant Cor- 
poration facilities, if any. 

f. Treatment of under- and over-absorbed- 
overhead in the accounts. 

g. Nature and basis for charges for ob- 
solescence. 

h. Method of determining costs transferred 
from work in process to finished goods or 
costs of sales. 


. Other Direct Charges to Fabricating Costs, 


and basis for such charges. 


. Fixed Assets and Depreciation: 


a. Type of property records maintained, 
e.g., by units, by classes, by year installed, 
etc. 

. Rates used for various classifications of 
property, plant, and equipment. 

Whether depreciation provisions are com- 
puted on individual assets, classes of as- 
sets on a composite life basis, etc. 

. Whether depreciation previsions recorded 
on the books are in excess of or Jess than 
the amounts claimed for Federal income 
tax purposes. 

. Whether depreciation provisions are based 
on accelerated rates and basis upon which 
such accelerated depreciation is com- 
puted. 

. Whether amortization in excess of normal 
rates of property acquired under Certifi- 
cates of Necessity is segregated in the ac- 
counts. 

. Treatment of fully depreciated property 
and idle facilities. 

h. Basis of amortization of leasehold costs 
and improvements to leased property. 

i. Treatment of profit and loss on disposal of 
fixed assets. 


. Perishable Tools and Manufacturing Sup- 


plies: 

a. Policies for their inclusion in overhead or 
treatment as direct charges. 

b. Manner in which handled in the accounts. 

c. Whether charges are made as purchased, 
or as actually used. 


. Tooling Costs and Special Facilities: 


a. Treatment of special tooling and special 
facilities, basis of amortization, and ac- 
counts charged. 

b. Basis for determining what tools ar: 


special. 

. Spoiled Work and Scrap: 

a. Treatment of costs of work spoiled in pro- 
duction, including corrective or rework 
labor. 

b. Treatment of proceeds from scrap scales or 
recoveries. 
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Standard Costs and Related Variances: 

a. Types of standard costs used and manner 
in which developed, including frequency 
at which adjustments are made. 

. Types of variances recognized in the ac- 
counts and treatment thereof. 

. Handling of standard costs and variances 
therefrom on transfers from work in proc- 
ess to finished goods or cost of sales. 


. Separation Pay: 


a. Policies with respect to separation pay. 
b. Manner in which handled in the accounts. 


. Labor Premiums and Bonuses: 


a. Policies with respect to, and treatment in 
the accounts of, overtime and night shift 
premiums, vacation, idle and training 
time. 

b. Nature of incentive bonuses and their 
treatment in the accounts. 


. Pension, Group Insurance, and Profit-Sharing 


Plans: 

a. Policy with regard to and nature of em- 
ployee pension, group insurance and profit 
sharing plans, if any. 

b. Whether such plans have been accepted 
by the Bureau of Internal Revenue. 

c. Manner in which the costs of such plans 
are handled in the accounts. 


. Repairs and Maintenance: 


General .policies for distinguishing between 
charges to property, plant and equipment ac- 
counts (including reserves for depreciation 
applicable thereto), and repairs and main- 
tenance. 


. Engineering and Development and Starting 


Load Costs: 

Manner of recording such costs in the ac- 
counts, indicating whether they are segre- 
gated by individual projects or prorated, in- 
cluding the basis for such segregation or 
proration. 


. General and Administrative Expense: 


a. Accounts so classified and general descrip- 
tion of the items in each. 

b. Whether items coming within the cate- 
gory of “excluded costs” in accordance 
with the Statement of Cost Principles are 
excluded. 

. General nature of selling expenses, includ- 
ing applicability to government con- 
tracts. 

. Nature of incentive compensation to of- 
ficers and principal employees. 

. Method of prorating general and adminis- 
tive expenses and basis for proration. 


15. Prepaid Expenses and Deferred Charges: 


a. Types of expenses ordinarily carried in 
prepaid expenses and deferred charges, 
basis of write-off, and accounts charged. 

. Nature of experimental, development, and 
research work, whether charged to specific 
projects, extent to which applicable to 
government contracts, manner of re. 
cording in accounts. 


. Intra-Company Transactions and Transac- 


tions with Affiliated Companies: 

a. Policies as to the pricing of intra~company 
transactions and transactions among affili- 
ated companies. 

. Extent to which any profit resulting from 
such transactions is not excluded from 
costs. 


. Consistency: 


Extent of significant deviations from account- 
ing policies during peacetime period in so far 
as settlement proposals are affected. 


. Other Income and Credits: 


Types of miscellaneous income and other 
credits and their treatment in the accounts, 
including applicability to government con- 
tracts. 


. Miscellaneous: 


a. Extent to which the detailed cost records 
are controlled and in agreement with the 
general books of account. 

. Extent of budgetary control. 

. Scope and frequency of internal audit. 

. Policy with respect to the closing out of 
costs applicable to previously terminated 
contracts. 

. Treatment in accounts of collections 
covering charges due to change orders and 
closing out of costs related thereto. 

. Policies with respect to the establishment 
of reserves, and their treatment in the ac- 
counts, 

. Whether accruals and the accounts pay- 
able are set up so that expenses are re- 
corded in the accounting period to which 
they apply, including extent of year-end 
adjustments. 

. Policy with regard to surplus adjust- 
ments and handling of prior-period adjust- 
ments. 

. Nature of Defense Plant Corporation 
rental, if any. 

j. Extent of use of government guaranteed 
loans or advance funds in financing govern- 
ment contracts. 

. Extent and nature of work subcontracted 
to others. 
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1, Nature of interest expense and other de- 
ductions, and applicability to government 
contracts. 

20. Termination Policies: 

a. Brief description of the nature and extent 
of the functions of the Contractor’s ter- 
mination department. 

. Procedure for notifying production depart- 
ments and other departments and sub- 
contractors to stop work upon receipt of 
termination notice; procedure for ter- 
minating purchase orders with vendors. 

. Settlement Proposals: 

(1) Information to be submitted in sup- 
port of settlement proposals and 
whether inventory or total cost basis 
is to be used. 

(2) Deviation from general accounting 
policies in the preparation of settle- 
ment proposals not indicated above. 

(3) Basis for inclusion of common items in 
settlement proposals. 

(4) Basis for allocating general and ad- 
ministrative expenses (or other pro- 
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rated charges) in settlement proposals, 

and costs to which applied. 

(5) Rate of profit to be included in settle- 
ment proposals and base upon which 
to be applied. 

(6) Policy with respect to diversion and 
disposal of property in termination in- 
ventories. 

(7) Method of recording transactions 
arising from settlement proposals and 
subcontractor’s claims. 

(8) Scope of accounting review of sub- 
contractor’s claims, indicating extent 
of physical count of inventories, also 
procedure for negotiations of such 
claims. 

(9) Settlement expenses: 

(a) Whether expenses incident to the 
termination of contracts are segre- 
gated in the accounts and basis for 
such segregation. Also, basis of 
allocation to specific claims. 

(b) Whether these items are excluded 
from the general and administra- 


tive pool. 


PROPOSED AMENDMENT OF BRITISH 


COMPANY LAW 


Mary E. Murpuy 


NE OF THE most important reports 

in recent British experience is that 

of the Company Law Amendment 
Committee appointed by the Board of 
Trade in June, 1943, to consider and report 
what modifications are desirable in the 
Companies Act 1929. This document not 
only provides the best available resume of 
traditional and contemporary accounting 
and financial practice in Britain but offers 
eighteen major sets of recommendations 
™ for the improvement of company law. 
Although the detailed testimony of experts 
appearing before the Committee may 
not merit the consideration of American 
accountants, specific proposals offered for 
@ the improvement of auditing and business 


procedures provide interesting contrasts 
between current English and American 
accounting techniques as well as vital 
areas open for improvement.' 

Asserting its belief that the system of 
limited liability is essential to the nation’s 
prosperity, the Committee envisages the 
necessity of protecting the investor and 
enhancing his control over company 
managements without imposing unreason- 
able restraints upon ethical business. The 
increasing distribution of savings among 
persons totally unfamiliar with the re- 


1 See the author’s oly, The Profession of Account- 
ancy in England, publi by the American Accounting 
Association in 1942, for a summary of current auditing 
procedures and trends. 
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sponsibilities of investment, however, leads 
to acceptance of the premise that investors 
must receive both legal protection against 
fraud and adequate data concerning their 
companies’ financial positions and op- 
erating results. 

Proper protection of the investor, in 
the opinion of the Committee, would 
include the imposition of increased re- 
sponsibility upon the managers of com- 
pany affairs and certain suggestions aimed 
at the enlargement of his individual and 
collective views. It is by using their power 
at meetings, in person or by proxy, that 
shareholders can exercise control over 
directors. In this connection it should be 
noted that the Committee took the view 
that the apathy of shareholders constitutes 
a tacit admission that the executive power 
vested in directors is generally used in 
behalf of these business proprietors, and 
that the law need concentrate its efforts 
solely upon abuses and blatant injustices. 

After full consideration of prospectuses, 
the Committee emphasized that directors 
should be held responsible for the omission 
of material information in the same man- 
ner as they now are for making an untrue 
statement. If an expert’s opinion is given 
in these documents, directors are required 
to prove that they had reasonable grounds 
for relying on his judgment and, in fact, 
no such opinion may be included without 
signature and with the further require- 
ment that, as a defense against an ac- 
tion for damages, he produce reasonable 
grounds for the statement made. Ac- 
countants, valuers, and other experts 
whose reports, with their consent, are 
reproduced in the prospectus, therefore, 
under civil law would be liable for damages 
to subscribers to the issue. 

Any issues of securities under the 
Companies Act would have to be sup- 
ported by more information about past 
results than was formerly demanded, 
with auditors required to report on the 


financial data and, if necessary, to bring 


the information up to date. There is to be § 


a minimum compulsory interval of two 
days between the publication of the 
prospectus and the opening of the sub. 
scription lists. Application for permission 
to deal must be made promptly; if permis. 
sion is refused within 21 days of the lists’ 
closing, allotments must be cancelled and 
subscriptions returned. Certain matter 
which the Committee believed could not 
be incorporated in the law are left to the 
discretion of the London Stock Exchange, 
and Provincial Exchanges will be urged to 
adopt London’s prevailing rules. Firms 
whose securities were already quoted ar 
required to adhere to the same require 
ments as those enforced against new 
applicants. 

Additional Committee recommendations 
impose new duties of control upon the 
Board of Trade, because it is felt that the 
rights of inspection under the 1929 Act 
were inadequate. Company cases in the 
future would be concentrated in the High 


Court, with the Director of Public Prose- § 


cutions delegated to institute suit, and the 
powers of company inspectors would be 
enlarged. Other protective measures in- 
clude the extension of the period of notice 
of firm meetings from 7 to 14 or 21 days, 
the imposition of an obligation upon 
directors to circulate communications to 
all proprietors on behalf of any sub 
stantial group of shareholders, and the im- 
provement of the appointment of proxies 
and demanding of polls. 

The Companies Act now in force 
requires directors to produce a balance 
sheet and a profit and loss account in 


every calendar year and to lay them § 


before the company in general meeting. 
The measure lays down some require 
ments as to the contents of the former, 
including the provision that it shall con- 
tain a summary of the authorized share 
capital and of the issued share capital of 
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the company, and of its assets and 
liabilities, together with such particulars 
as are necessary to disclose the general 
nature of the assets and liabilities and to 
distinguish between the amounts, respec- 
tively, of the fixed and floating assets, 
with a statement of the valuations of 
fixed assets. The reference to values of 
fixed assets, however, is inappropriate, 
since the balance sheet does not purport 
to provide their realizable value as at the 
date at which it is prepared. The Act does 
not define fixed assets or floating assets, 
and there are no requirements covering 
the form of the profit and loss account. 
The law does not make the auditors’ 
report cover this account although, since 
the net profit is carried into the balance 
sheet, an auditor cannot discharge his 
duties without examining it. 

The amount of information disclosed 
by company accounts varies greatly. A 
recent trend has been in the direction of 
additional financial data, and this trend 
has been reinforced by the proposals of 
accountancy bodies as to the form in which 
accounts should be prepared and the 
information they should contain. Auditors 
exert their influence to persuade directors 
to present their accounts according to the 
principles laid down by professional bodies 
to which they belong, but since there are 
few statutory requirements they fre- 
quently cannot override the directors. 

Legal requirements have been especially 
weak relative to the profit and loss account 
and holding company statements. The 
Committee offers the opinion that the law 
should lay down minimum requirements 
for the contents of the profit and loss 
account calculated to ensure that it pro- 
vides a fair indication of the earnings of 
the period covered by the accounts, and 
that the auditor should be under specific 
responsibility to report on its contents. 
The account should be drawn up in ac- 
cordance with accepted accounting prin- 


ciples consistently maintained and, if for 
any reason a change of a material nature 
is adopted, attention should be called to 
the change and to the effect thereof. 
Banking, discount, and insurance com- 
panies, however, are exempted from these 
proposals. Although the foregoing sug- 
gestions represent an appreciable advance 
from present requirements, it should be 
emphasized that company law has long 
been at variance with current practice in 
at least 90 per cent of large public com- 
panies, and Committee recommendations 
fall far short of those offered by the Insti- 
tute of Chartered Accountants to its mem- 
bers. The Committee insists upon a true 
statement of the profit, after all factory, 
selling, and administrative expenses, other 
than the full remuneration of directors, 
which is now to be disclosed. An accurate 
account is to be made, also, of the alloca- 
tion of profits. Among items which are spe- 
cifically required in the profit and loss ac- 
count are the amount of provision for de- 
preciation of fixed assets; amounts of 
United Kingdom income tax and any other 
tax which may be assessed (shown sepa- 
rately); the aggregate, if material, of any 
sums set aside to reserves and similarly of 
any amounts appropriated for special re- 
serves or for the writing down of assets; 
the aggregate, if material, of amounts with- 
drawn from reserves previously made; 
and separate accounts of income from 
subsidiaries and trade and non-trade 
investments. 

Numerous other Committee recom- 
mendations concern the duty of both 
public and private companies to file 
balance sheets and profit and loss ac- 
counts, and to circulate statements to all 
share and debenture holders at least 21 
days before the annual meeting. Only 
private companies which are genuine 
family businesses or which are owned by a 
few specific private industries, and which 
thereby fulfill the original intention of 
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the legislation governing private com- 
panies, would enjoy the privilege of exemp- 
tion. 

Consolidated accounts are accepted in 
principle by the Committee under the 
proposal that holding companies will be 
required to furnish consolidated accounts 
of their own businesses and their sub- 
sidiaries taken as a whole. Certain ex- 
ceptions are made in favor of cases in 
which, for some reason, it is impossible to 
make up accounts of subsidiary com- 
panies; and banking, discount, and in- 
surance firms are exempted although 
reasons must be given in the published 
accounts for the absence of consolidated 
statements, with the duty of assessing 
these explanations resting with company 
auditors. The Institute of Chartered 
Accountants has offered detailed sug- 
gestions for the publication of holding and 
subsidiary company accounts, and the 
London Stock Exchange now requires a 
consolidated balance sheet or separate 
statements of subsidiaries, and a con- 
solidated profit and loss account taking in 
the profits derived from subsidiaries or a 
separate statement of the holding com- 
pany’s share in the profits of subsidiaries 
for which credit has not been taken in the 
accounts. 

The Amendment Committee came out 
in favor of as much disclosure of financial 
information as possible so that confidence 
may be created in the financial manage- 
ment of industry and any suggestion 
dissipated that hidden profits are being 
accumulated to the detriment of con- 
sumers and workers. However, the Board 
of Trade would be empowered to grant 
exemption from the requirements in ques- 
tion to such companies as they consider 
fall within the recognized conception of a 
banking or a discount company. 

By far the most important section of 
the Committee’s report is devoted to a 
consideration of the accounts which com- 
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panies should be under legal obligation to 
provide for their proprietors and the 

lic. The Companies Act 1929 lays down 
minimum requirements of both public 
and private companies, with the exception 
of public utility and insurance companies, 
Perusal of the history of British company 
legislation reveals the time lag between the 
accepted practice of ethical companies and 
minimum legal requirements. The Com. 
mittee’s recommendations, if enacted, will 
reduce this interval appreciably, and they 
provide for the possibility of hastening the 
process by indicating that some of the de- 
tailed requirements for the statutory bal- 
ance sheet and profit and loss account 
should be laid down in a schedule at- 
tached to the new Act, capable of being 
amended or extended by statutory order 
approved by appropriate Parliamentary 
vote. These and other proposals, noted in 
the preceding paragraphs, represent a 
marked improvement in the prevailing 
state of the law. This is especially apparent 
in their elevation of the profit and loss ac- J 
count to a position of parity with the bal- 
ance sheet, and in the proposed enforce- 
ment of consolidated accounts for all hold- 
ing companies. 

As to the balance sheet, Committee 
suggestions are directed at amendment 
of Section 124 of the 1929 Act, definition 
of fixed and floating assets, and the separa- 
tion of capital and revenue reserves and 
provisions, bank loans and overdrafts, 
and the net amount of dividends. Al 
though this is an improvement over exist- 
ing conditions it is still possible for a 
company to include items of dissimilar } 
nature under the heading “current lie 
bilities” and, in fact, there is no legally 
acceptable definition of this heading. 

The Committee defines current assets 
as cash and assets held for conversion into 
cash. Except for this statement, however, 
the position on the assets side of the 
balance sheet is left in an even mor 
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unsatisfactory state than that of the lia- 
bilities. It is prescribed, for instance, that 
other trade investments, and other quoted 
and unquoted investments must be stated 
separately, and that if other quoted 
investments are not valued at market 
price, the market value should be stated. 
There is no apparent reason why the 
market value of trade investments, if 
quoted, should not be given, and it is 
highly unsatisfactory for companies to be 
excused from stating the market value of 
gilt-edged holdings on the ground that 
they are subject to only minor fluctuations 
in price. Except for this declaration, and 
the obligation to show separately any 
debentures of the company held, there is 
no recommendation for the subdivision 
of current assets. 

Even if no concession can be made 
to individuals who desire above-average 
statement detail, the Committee might 
have proposed that the present normal 
practice should be the minimum ac- 
ceptable in the future. This weakness is 
not offset by the fact that balance sheets 
would include, as a footnote, a state- 
ment that the value of current assets is 
below the book value, if such is the case. 
Moreover, this emphasis upon overvalua- 
tion of assets continues the old fallacy that 
undervaluation does no harm. 

The Committee is more specific as to 
fixed assets, in that their value at some 
definable date must be indicated, to- 
gether with the amount of depreciation 
provided to date. And if this statement 
cannot be made for all fixed assets, those 
for which it can be given must be shown 
separately. There remains some mis- 
understanding, however, relative to the 
subdivision of fixed assets, and as to 
whether the amount of detail is to be 
determined by the accident of past prac- 
tice or by the future decisions of manage- 
ment. The only important Committee 
changes in the balance sheet concern the 


addition of notes to cover the general 
nature and the amount, if material, of 
contingent liabilities not provided for in 
the statement; the gross amount of 
arrears of fixed dividends; the amount of 
commitments for capital expenditure, if 
material, not provided for in the balance 
sheet; and the basis on which provision 
for United Kingdom income tax has been 
made. 

Required information for the profit and 
loss account appears sufficient except that 
companies will not be obliged to include 
revenue from investments and other 
holdings on a fixed basis, either net or 
gross. Most observers believe that, if a 
standard method cannot be imposed, 
at least it should be stated in each case 
whether the sums are net or gross, and it 
is to be regretted that income from 
different types of holdings, such as rent, 
interest, and dividends, should not be 
stated separately. 

The major criticism of the Committee’s 
report, as it relates to accounting matters, 
is that a trading account has not been 
made compulsory. It is averred that more 
detailed particulars than may be reason- 
ably included in accounts will later be 
provided by the Census of Production. 
A statement of the main classifications of 
the trading account, however, such as, for 
instance, wages, materials, manufacturing, 
selling and administrative expenses, would 
be invaluable in enabling Government and 
private statisticians to survey postwar 
industrial and commercial activities. 

A specimen balance sheet and profit and 
loss account have been prepared by the 
Society of Incorporated Accountants, in 
accordance with Committee recommenda- 
tions, and they represent the initial step 
in the interpretation of the proposed new 
Companies Act. Corresponding figures at 
the date of the last previous statement 
must be submitted along with current 
data. The statements read as follows: 
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BALANCE SHEET AT 


(The balance sheet shall give a true and fair view 


I. 


of the state of affairs of the company) 
Authorized Capital: 

Preference shares redeemed in pursuance of 
of Sec. 16, 1929 Act, shall be deemed to be 
part of the authorized share capital unless 
and until new shares are issued in their 
place. 


. 1. Issued Capital and Capital Reserves: 


Specify the earliest date on which re- 
deemable preference shares are liable 
to be redeemed. 

2. Capital Redemption Reserve Fund: 
Equivalent to the nominal amount of 
the shares redeemed. 

3. Share premium accounts 

4. Capital reserves* 


. Revenue Reserves and Surplus: 


1. Free Revenue Reserves.* 
2. Profit and Loss Account Balance. 


. Mortgages, Mortgage Debentures, and Secured 


Loans: 

There shall be shown separately the nominal 
amount of any debentures of the company 
held by the company, not being debentures 
redeemed in accordance with the provisions 
as to redemption applicable thereto, and 
the amount at which they are stated in the 
books. 


. Provisions:* which, not being provisions for 
gp 


the diminution in value of assets, have been 
set aside out of revenue or other surpluses, 
and are retained to meet, in cases in which 
the amounts cannot be determined with 
substantial accuracy, any specific liability, 
contingency, or commitment known to ex- 
ist as at date of balance sheet. 

Amounts retained as Provisions, whether 
for the foregoing purposes or for diminution 
in value of assets, shall not exceed such 
amounts as in the opinion of the directors 
are reasonably required for the purpose. 

In any case where the Board of Trade is 


* Note Concerning Capiial Reserves, Other Reserves or 


Provisions: 


Where during the period covered by the 


profit and loss account any material amount is added to 
capital reserves, other reserves or provisions, or where 
any amount, if material, standing to the credit of any 
such reserves or any surplus standing to the credit of 
such provisions is used, the amounts involved, the 
source from which they have been provided or the 
manner in which they have been used shall be stated in 
the balance sheet unless the same shall appear on the 
face of the profit and loss account or any statement or 
report annexed thereto. 


satisfied that such disclosure would be prej- 
udicial to the Company’s interests and is 
not required in the public interest, the 
amounts concerned need not be shown 
separately but may be included under other 
headings if appropriate words are intro. 
duced to indicate that provisions of this 
character are included therein. 


. Liabilities Not Currently Repayable: 


To be shown separately. 
Bank loans, whether secured or not. 


. Current Liabilities: 


To be shown separately, 

1. Bank overdrafts, whether secured or not. 

2. Net amount of Dividends recommended 
by the Directors. 


........ Signatures of two directors 
.......0r if there is only one 
director, of that director, 


I. Fixed Assets: (Defined as “Assets not held 


for sale or for conversion into Cash.”) 
Where ascertainable there shall be shown 
separately: 1, the cost of fixed assets 
under each heading in existence at the 
date of the balance sheet, and 2, the 
accumulated amount provided or written 
off for depreciation in respect thereof; the 
difference be recorded in the Assets 
column. 


Where it is not practicable to ascertain | 


this information in respect of the whole of 
the fixed assets under each heading the fixed 
assets in respect of which it is not ascer- 
tainable shall be stated separately under the 
appropriate headings at the net amount 
thereof as shown by the Company’s books 
less subsequent sales thereof and amounts 
subsequently provided or written off for 
their depreciation. 

These requirements are not obligatory in 
the case of companies carrying on .the 
business of public utility undertakings 
which provide for the replacement of their 
fixed assets by the establishment of re 
newal reserves against which is charged 
the cost of replacing assets, or by charging 
the cost of replacement direct to revenue. 

Where a Company has adopted for pur 
poses of its accounts a valuation of fixed 
assets such valuation shall be substituted 
for the amount previously attributed to 
such fixed assets, and the date of the valua- 
tion shall be stated. 
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Goodwill, Patents, and Trademarks are to 
be treated as fixed assets, but they may be 
shown as an aggregate sum. 

Il. Investments: 
To be shown separately under the following 
headings: 

1. Subsidiary Companies (as provided by 

Sec. 125 of the Companies Act 1929). 

2. Trade investments. 

3. Other quoted investments. 

The market value shall be stated by 
way of note if it differs from the bal- 
ance sheet amount. 

4. Other unquoted investments. 

. Loans to Employees for purchase of fully 
paid shares in the Company. 

. Loans to Directors* or Officers: Sec. 128 
Balance at beginning of year. 
Advances during year. 
Less Repayments during year. 


The existing provisions of Sec. 18 as re- 
gards disclosure of loans to officers shall be 
retained (and extended to loans made to 
officers of a company by its subsidiary com- 
panies or by any other person under guaran- 
tees from or on security provided by such 
subsidiary companies) but not those relating 
to disclosure of loans to directors except 
that a new subsection should be inserted to 
provide for continued disclosure of loans 
existing at the coming into force of the new 
Act and of loans made to persons, who be- 
come directors after the making of the loan 
until such time as the loans have been dis- 
charged, subject in each case to the present 
exemptions. 

. Current Assets: 
Current assets are defined as cash and 
assets held for conversion into cash. 
. Preliminary, Formation and Issue Expenses: 
. Preliminary Expenses less amounts writ- 
ten off. 
. Share Issue Expenses less amounts writ- 
ten off. 
. Debenture Issue Expenses less amounts 
written off. 


* It is recommended that Sec. 128 be amended by 
making it illegal after the passing of a new Act for any 
loan to be made by a Company or by any of its sub- 
sidiary Companies or by any other person under a 
guarantee from or on security provided by the Company 
or by any of its subsidiary companies to any director 
of the Company, provided that this shall not apply in 
the case of a company the ordinary business of which 
includes the lending of monéy to a loan made by that 
company in the ordinary course of its business. 
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4, Commission on Shares less amounts writ- 
ten off. 
5. Commission on Debentures less amounts 
written off. 
6. Discount on Debentures less amounts 
written off. 
7. Discount on Shares less amounts written 
off. 
Exempted Companies 
Such banking companies and discount com- 
panies as the Board of Trade may designate are 
exempted from complying with certain of the 
foregoing requirements, but the balance sheets 
of such exempted companies shall indicate by 
appropriate words where reserves and provisions 
are included under other headings. 
Assurance companies are also exempted from 
complying with certain of the foregoing require- 
ments, 


PROFIT AND LOSS ACCOUNT 
for the 


(The profit and loss account shall give a true 
and fair indication of the earnings of the period 
covered by the account and shall disclose any 
material respects in which it includes extraneous 
or nonrecurrent transactions or transactions of an 
exceptional nature. If in any such period a ma- 
terial change is made in the basis on which the 
account or any item therein is calculated, atten- 
tion shall be called to the change and to the 
effect thereof by way of note on the account.) 

I. Loss, before charging or crediting the 
items enumerated below, but after 
crediting or charging, if the company 
thinks fit, its revenue from or provisions 
for losses of subsidiary companies. 

II. Provision for Depreciation of Fixed Assets, 
provided that if provision is not being 
made by means of a depreciation charge, 
the method of making such provision or 
the fact that .uch provision has been 
made shall be stated. 

. Interest on Debentures and Other Fixed 
Loans 
. United Kingdom Taxation on Profits 

1. Income Tax. 

2. National Defence Contribution or Ex- 
cess Profits Tax or any other tax which 
may be assessed on profits. 

The basis of provision for U.K. income 
tax must be disclosed. 
. Provision for Redemption of 
1. Share Capital. 
2. Loan Capital. 
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VI. Aggregate (if material) of Amounts Set 


Aside to Reserves. 


VII. Aggregate (if material) of Amounts Set 


Aside as Provisions which, not being 
provisions for the diminution in value 
of assets are so set aside to meet, in 
cases where the amounts cannot be de- 
termined with substantial accuracy, any 
specific liability, contingency, or com- 
mitment known to exist as at the date of 
the balance sheet. In any case where the 
Board of Trade is satisfied that dis- 
closure of any such provision would be 
prejudicial to the company’s interests 
and is not required in the public inter- 
est, the amount concerned need not 
be shown separately if appropriate words 
are introduced to indicate that a pro- 
vision of this character has been made in 
arriving at the profit or loss for the 
period. 

Losses of a@ Non-Current or Exceptional 
Nature (if material in amount). 


. Dividends Paid or Proposed, disclosing 


whether such amounts are stated before 

or after deduction of income tax. 

The Profit and Loss Account shall also 
contain or give by way of note the follow- 
ing further information: 


. Emoluments of Directors, Including Con- 


tributions Made on Their Behalf to Any 
Pension Scheme. 

1. Attaching to the office of director as 
such, receivable by the directors from 
and as directors: 1, of this company; 2, 
of subsidiary companies; 3, of any other 
company of which the director is a 
director by virtue of the nomination, 
whether direct or indirect, of this 
company. 

2. Receivable by the directors whether as 
directors or otherwise in connection 
with the management of the affairs 1, 
of this company; 2, of subsidiary com- 
panies; 3, of any other company of 
which the director is a director by vir- 
tue of the nomination, whether direct 
or indirect, of this company. 

The total emoluments, and the ag- 
gregate amount thereof paid by the 
Company, are the amounts recom- 
mended to be disclosed. 

Emoluments include any allowances 
for expenses which are part of the 
income of a director for purposes of in- 
come tax which it shall be the duty of 


the director to notify to the company 
as and when assessed upon him, pro 
vided that when any amounts g9 
assessed are not ascertainable at the 
date when the annual accounts are 
prepared such amounts shall be dis. 
closed separately by way of note in 
the profit and loss covering the pe 
riod during which they are ascer- 
tained. Any provision for the payment 
of tax-free remuneration to a director 
shall be void, without prejudice to any 
existing contract not being a contract 
constituted only by service upon the 
terms of the articles. 

XI. Aggregate Amounts of Any Compensation 
Paid to Directors or former Directors of 
the Company. 

. assuch and 
. otherwise, for loss of office or in connec. 
tion with or arising out of their retire. 
ment from the company or from any 
of the other companies mentioned at X 
(1) and (2) above, subdivided to show 
the amounts paid respectively. 
a. by the company; b. by such other 
companies; and c. by any other person. 
. Aggregate Amounts of any Pensions Paid ta 
Directors or former directors of the com- 
pany. 
1. assuch and 
2. otherwise, subdivided to show the 
amounts paid respectively: a, by the 
company; b, by any of the other com- 
panies mentioned at X (1) and (2) 
above, but there need not be included 
in such amounts any pensions paid 
under a pension scheme if the Com- 
pany’s contributions to such scheme 
would, under the new Act, be emolu- 
ments of the director or former director. 
. Auditors’ Remuneration 
Where the auditors’ remuneration is not 
fixed by the Company in general meeting, 
the amount thereof shall be stated asa 
separate item in the profit and loss ac 
count of the accounting period to which 
the audit relates. 
XIV. Balance of Profit Unappropriated 

Exempted Companies: 

Exempted banking companies and discount 
companiee are exempted from complying with 
certain of the foregoing requirements, but the 
profit and loss accounts of such companies shall 
indicate by appropriate words the manner in 
which the disclosed profits or losses have beet 
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arrived at. Assurance companies are exempted 
from complying with certain of the foregoing re- 
quirements. 

I. Profit or Net Income, before charging or 
crediting the items enumerated below, 
but after crediting or charging, if the 
company thinks fit, its revenue from or 
provisions for losses of subsidiary com- 
panies. 

. Income from, Less Provision For Losses of, 
Subsidiary Companies, except in so far 
as it is included under I above. 

. income from Other Trade Investments. 

. Income from Investments, Other than Trade 
Investments. 

. Aggregate (if material) of Amounts With- 
drawn from Reserves. 

. Aggregate (if material) of Amounts With- 
drawn From Provisions (defined per 
contract at VII). 

. Profits of a Non-Current or Exceptional 
Nature (if material in amount). 

. Balance brought forward from last period. 


.......Signatures of two direc- 

.......tors, or if there is only one 

director, of that director. 

The profit and loss account is to be annexed to 
the balance sheet. 


Previous Companies Acts have neg- 
lected to state qualifications for auditors. 
The present Amendment Committee 
recommends that these persons should be 
qualified by membership in professional) 
bodies and designated by the Board of 
Trade, with appointments as public audi- 
tors restricted to Chartered, Incorporated 
and Certified Accountants. Auditors will 
make a report to the members of the 
company on the accounts examined by 
them, and on every balance sheet and 
profit and loss account laid before the 
company in general meeting during their 
tenure of office. The report will state: 

First, whether in their opinion proper 
books of account have been kept or, in the 
case of a company with branches whose 
books have not been examined by the 
auditors, whether proper books of account 
have been kept at the principal office and 
branches visited by the auditors and 
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proper accounts and returns adequate for 
purposes of their audit have been received 
from other branches. 

Second, whether or not they have 
obtained all the information and explana- 
tions which to the best of their knowledge 
and belief were necessary for the purpose 
of their audit. 

Third, whether the balance sheet and 
profit and loss account referred to in the 
report are in agreement with the books, 
accounts, and returns, and whether in 
their opinion and to the best of their in- 
formation and according to the explana- 
tions given to them the accounts are 
properly drawn up in accordance with the 
provisions of the new Act and exhibit a 
true and fair view of (1) the state of 
affairs of the company as at the date of the 
balance sheet and (2) the profit and loss 
for the period ended on that date. 

Fourth, in the case of a holding company 
which does not annex consolidated ac- 
counts to its annual accounts whether in 
their opinion the reasons given by the 
directors for not presenting consolidated 
accounts are satisfactory and whether the 
particulars given in respect of the profits 
or losses and the qualifications in the 
auditors’ reports upon the accounts of 
subsidiary companies have been properly 
compiled from the information contained 
in such accounts and the auditors’ reports 
thereon. 

Other recommendations affecting audi- 
tors include the following: 


1. If no auditor is appointed the company 
shall inform the Board of Trade, which 
shall appoint an auditor of the company 
for the current year. 

. A retiring auditor, if willing to act and 
eligible for appointment under Sec. 13, 
shall be deemed to be reappointed unless 
some other person is duly appointed in his 
place or a resolution that he shall not be 
reappointed is duly passed and notice of 
intention to propose such resolution has 
been given by a member to the company 
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not less than 28 days before the annual 
general meeting. If such notice is given, 
the company shall forthwith send a copy 
of any such notice to the retiring auditor, 
who shall have the right to send a written 
statement of his views to the shareholders 
at the reasonable expense of the company. 

. The remuneration of the auditors of a com- 

pany shall be fixed either by the company 

in general meeting or in such manner as 
may be prescribed by the company in gen- 
eral meeting except that the remuneration 
of an auditor appointed before the first an- 
nual general meeting, or of an auditor ap- 
pointed to fill a casual vacancy, may be 
fixed by the directors, and that the re- 
muneration of an auditor appointed by the 

Board of Trade may be fixed by the Board. 

Provided that if the remuneration is not 

fixed by the company in general meeting, 

the amount thereof shall be stated as a 

separate item in the profit and loss account 

of the accounting period to which the audit 
relates. 

. None of the following persons shall be 

eligible for appointment as auditor of a 

company: 

a. a person who is not a member of any 
body membership in which has been 
designated by the Board of Trade as 
qualifying its members to audit the ac- 
counts of companies or who has not been 
designated by the Board of Trade as 
qualified to audit the accounts of com- 
panies; 

. a director or other officer or employee of 
the company or of any of its subsidiary 
companies or of a company which, is a 
holding company in relation to the first- 
named company, or of any of the sub- 
sidiary companies of such holding com- 
pany; 

c. a person who is a partner of or in the em- 


ployment of a director or other officer or 

employee of the company or of any of the 

companies referred to in sub-paragraph 

b.; 

d. a body corporate. 

. Every auditor of a company shall have g 
right of access at all times to the books, 
returns, accounts, and vouchers of the com. 
pany, and shall be entitled to require from 
the directors and officers of the company 
such information and explanations as are in 
his opinion necessary for the performance of 
his duties. 

. The auditors of a company shall be en- 
titled to receive notice of and attend any 
general meeting of the company and to 
make any statement or explanation they 
desire at such meeting. 


Recommendations of the Amendment 
Committee for improvement of accounting 
and auditing practice are now under con- 
sideration, with final outline of a new 
Companies Act largely determined by the 
extent to which a system of private enter- 
prise will be permitted scope in Britain’s 
future economy. The Committee, although 
holding strongly against many current 
practices, has avoided “placing unreason- 
able fetters upon business which is con- 
ducted in an efficient and honest manner” 
while ascertaining, at the same time, that 
as much information as is “reasonably 
required shall be available to the share- 
holders ...and the public.” This state 
ment represents a fair summary of its 
report and offers some indication of the 
trend of future events in British company 
law. 


& 


s 


& 


46 
5 
3 
6) 
0 
0 
Pp 


ACCOUNTANCY—A PROFESSION 


H. M. TuRNBURKE 


ET THOSE who would impatiently 
L, dismiss my subject as a tiresome 
platitude be reminded that only 
thirteen years ago the supreme court of 
one of our great and usually progressive 
states held that the ‘‘business of account- 
ing” did not affect the public welfare as 
did the “profession of law,” and that 
accountancy laws “have been passed in 
the interest of those engaged in the busi- 
ness and for their protection and ad- 
vantage rather than in the interest of the 
public welfare.” Let those same decriers 
of triteness, if such there be, reflect on the 
fact at about the same time the supreme 
court of that prominent state decreed that 
accountancy was not a profession, one of 
our leading professional journals was 
conducting serious editorial discussion to 
refute the assertion made from scattered 
sources within as well as without the field 
of accountancy that it was not in fact a 
profession. 

If the events of thirteen years ago are 
are now deemed to be archaic and to 
belong to an outmoded period in the 
development of our national economy, let 
me point out that as recently as 1937 
certain justices of the same state supreme 
court were of the opinion that there is no 
greater justification from the standpoint of 
public welfare for a law regulating ac- 
countancy than there would be for 
laws regulating rivet-catchers, janitors, 
or drain-layers; that the title ‘‘certified 
public accountant” is a trade name and 
that manifestly it was intended to give 
a monopoly of the ‘‘accounting business.” 
Happily, and as irrefutable evidence that 
progress as well as time marches on, this 
latter legal opinion was a minority dissent- 
ing one. Nevertheless, the statement that 
accountancy is a profession can scarcely 


be said to have attained the freedom from 
attack enjoyed by the statement that 
two plus two is four. On the other hand, 
the statement is now accepted as fact 
among the enlightened everywhere, and 
one who would conduct too violent a 
defense of it might injure his cause by 
drawing the accusation voiced by the 
mother of Hamlet that he “protests too 
much, methinks.” 

Probably there are no more appropriate 
circumstances under which my subject 
will stand a limited amount of exploration 
than to have readers who are deeply 
interested in making the field of account- 
ing their lifework. This is so because 
within their lifetime, and as the result of 
the application of their ideals and efforts, 
the recognition of accountancy as a great 
profession will become as universal and as 
solidly implanted in the consciousness 
of our economic order as that of the 
professions of law or medicine. 

Webster’s definition of the word “pro- 
fession” seems scarcely adequate and 
gives no more than a clue to the real and 
deeper meaning of the word, for he merely 
states that it is “a calling, occupation, 
or vocation distinguished from a trade or 
handicraft.” For myself, I confess my 
inability to state a concise but complete 
definition of the word. I can best give my 
conception of it by describing the at- 
tributes which I believe constitute a 
profession, These are: 

1. The performance of personal service 
through the application of highly special- 
ized knowledge and skill in some field of 
endeavor useful to society, and the 
exercise of personal judgment and opinion 
in connection therewith. 

2. The recognition of an obligation to 
those served, to the general public, and to 
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fellow-practitioners, and the willingness 
to assume that obligation. 

3. The banding together of the practi- 
tioners in some form of organization, 
and the voluntary assumption of a canon 
of professional ethics designed to elevate 
the standard of personal service rendered 
and the standard of professional and 
personal conduct of the practitioners. 

One of the most difficult and misunder- 
stood phases of defining the term “pro- 
fession” is that of distinguishing it from 
the term “business.” Let me say at the 
outset that this distinction does not imply 
any superiority of the professions as such 
over business as such. The two are simply 
different. As a matter of fact, each is 
complementary to the other, for the 
professions could not exist without busi- 
ness and business would surely perish 
without the professions. 

Business deals in goods, wares, mer- 
chandise, and all those things the value of 
which may be predetermined with more 
or less exactness by the purchaser. Cement 
conforming to a certain standard of 
analysis is worth precisely the same 
amount per sack in the same community, 
though a dozen dealers have it for sale. A 
profession, on the other hand, deals in that 
great intangible known as personal service. 
There is nothing to be laid on the counter 
for inspection; there is nothing that can 
be subjected in advance to tests or 
analyses; there is no way by which a 
comparison may be made in advance 
between the personal services of two or 
more practitioners of a profession. Indeed, 
in no case would the services of two 
practitioners be precisely alike. In this 
distinction lies a basic difference between 
profession and business. 

While many fields of business have 
adopted codes of one kind or another, 
portions of which are designed to protect 
the purchaser, the old fundamental rule 
“Let the buyer beware” remains largely 
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unchanged. As a matter of fact, it is 
eminently proper for a merchant to carry 
several grades of the same class of mer- 
chandise, ranging from the finest to the 
shoddiest, so that through the medium 
of personal examination and selection the 
customer may purchase the grade he 
desires. When a person seeks professional 
services, however, he is placed at a peculiar 
disadvantage. There is nothing that he 
may test, examine, or even see in advance, 
He must rely wholly upon the practi- 
tioner’s ability and willingness to furnish 
him services that will be entirely satis- 
factory. This gives rise to a very definite 
obligation—to a relationship of trust from 
which there can be no proper escape. 
The situation demands that in every 
professional engagement the practitioner 
perform his best services, regardless of 
the compensation received therefor, as 
there is no proper place in the professions 
for the voluntary regulation of qualities 
of service varying from the best to the 
most inferior. 

Another fundamental difference be- 
tween profession and business is the profit 
motive. In business the profit motive is 
preeminent, notwithstanding the thinly- 
veiled accusation by some modern-day 
exponents of a new social order that this 
constitutes a misdemeanor if not down- 
right treason. Goods are bought, bartered, 
and sold for the purpose of making a 
legitimate profit for the owner thereof, 
whether he be the corner groceryman or @ 
stockholder of the United States Steel 
Corporation. This preeminence of the 
profit motive in business is economically 
sound and above reproach. In the pro- 
fessions, however, a different situation 
exists. In the light of my own practical 
experience during eighteen years of the 
public practice of accountancy, I should 
be the last to disparage the importance of 
financial remuneration for professional 
services. However, the professions do not 
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place the profit motive above all else. It 
is subordinate to the assumption and 
discharge of the obligation to serve society 
in a constructive manner. The kernel of 
the philosophy of professional service is 
admirably stated in the motto of a great 
international service club organization: 
“Service above self. He profits most who 
serves best.’”’ Profit in this sense does not 
mean only a financial profit, but con- 
templates the term in its broadest mean- 
ing, and inciudes that feeling of genuine 
satisfaction that comes with the knowledge 
of having rendered a skillful service in a 
creditable manner. 

Having considered the characteristics 
of a profession in the abstract, let us see 
whether they are present in the account- 
ancy profession. Obviously, the members 
of this profession furnish a personal 
service of a highly specialized nature, and 
the exercise of their personal judgment 
and opinion is constantly brought into 
play. The members of the accountancy 
prefession are well aware that they must 
possess a knowledge and skill far beyond 
that of marshaling figures, and that 
clients place a heavy burden of responsi- 
bility on their personal judgment in the 
interpretation of financial facts. Account- 
ants realize that by reason of the com- 
parative youthfulness of the profession 
its principles and procedure are to some 
extent still in a formative stage. This 
makes it imperative for them to keep in 
constant touch with the changes and 
developments in the science of accounting 
itself as well as with the policies and 
procedure of public practice. 

The accountant of today unquestion- 
ably recognizes and willingly assumes an 
| obligation to his clients, to the general 
public, and to his fellow-practitioners. 
It is interesting to note that the account- 
ant’s greatest obligation is to the general 
public rather than to his client; in this 
respect accountancy differs from the legal 


and medical professions in which the 
greatest obligation is to the client or 
patient. The very essence of the value of 
the services of a public accountant is 
absolute truthfulness and lack of prejudice 
in the presentation of financial data, and 
impartial and uninfluenced statements of 
opinion in connection therewith. There 
are instances in which the pursuit of this 
policy actually militates against the in- 
terests of the client, but this is unavoid- 
able if the public accountant is to continue 
in his role of an independent examiner 
and judge of financial facts. The public 
accountant of today has a: very lively 
appreciation of his obligation to his client 
as well as to his fellow-practitioners, which 
will be mentioned more particularly in my 
remarks on professional ethics. 

The accountancy profession has one 
general and several special national as- 
sociations, as well as societies in practi- 
cally every state. The profession has also 
voluntarily adopted a canon of profes- 
sional ethics which is fundamentally the 
same throughout the country but which 
varies in minor respects within the various 
state societies. 

Thus we see that accountancy meets 
the test of a profession. But this is not to 
imply that it has yet reached the highest 
professional plane possible. The wonder of 
it is that a field of endeavor could progress 
so rapidly and develop so soundly from 
such an inauspicious beginning in this 
country little more than fifty years ago. 
That accountancy has won a rightful 
place in the assemblage of all the learned 
professions, some of which have existed 
in well-developed form for centuries, is a 
striking testimonial to the farsighted and 
unceasing efforts of its pioneers. While 
enjoying the fruits of their labors, it is 
unthinkable that we should break the 
faith by failing to press on to new gains 
of higher ground. In my opinion, the 
greatest opportunity for improvement of 
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the profession today lies in the realm of 
professional ethics, both in enforcing to 
a still greater degree the observance of the 
present code and in raising the ethical 
standard still higher. Now any discussion 
of ethics is difficult at best, for it has been 
aptly said that ethics is a state of mind; 
this being so, it defies any discussion that 
would be too precise. However, within 
broad limits we may safely dwell upon 
its fundamentals at least. 

Every profession is plagued by the 
presence of a negligible minority of those 
who are members in fact but aliens in 
spirit. These misfits either do not have 
the mental and moral development to 
comprehend professional ethics, or in 
spite of such development their acquisitive 
urge for sudden wealth is so overwhelming 
that all ethical considerations are prosti- 
tuted to the serving of their greed. The 
accountancy profession probably has the 
average minority of this type, but in 
view of the tremendous upsurge of the 
profession within the past twenty years 
beginning with the wartime gold rush to 
a seeming professional Klondike, it is 
indeed remarkable that the ethical de- 
linquents in the ranks today are so few 
and far between. Unfortunately, they can 
create trouble and confusion within and 
without the profession out of all propor- 
tion to their negligible numbers. Since 
they are for the most part unregenerate, 
nothing short of the courts or the policing 
power of the states through a professional 
regulatory law can stay their hand, but 
usually their offenses fall just short of 
furnishing a basis for such summary 
action. 

But something that can be done is to 
seek to prevent the continued infiltration 
into accountancy’s ranks of those whose 
mental and moral attitude is anti-profes- 
sional, and at the same time to instill 
in the minds of all acceptable newcomers 
the incalculable importance to them in- 


dividually and to the profession at large 
of- the code of professional ethics and the 
universal observance thereof. Thus, in the 
fulness of time, the day may dawn when 
all the members of the accountancy 
profession, by reason of their acceptance 
of the philosophy of professional ethics 
and their general cultural background, 
can be said to be in their proper sphere 
of lifework. 

Probably the most troublesome prac 
tices which violate the professional ethics 
of accountancy are solicitation of account: 
ing engagements, competitive bidding, 
advertising, and fee-cutting. Now it is 
patent that all of these things are um 
professional by their very nature, and are 
so recognized even by the lay public. 
Fortunately, as the result of the great 
weight of professional condemnation of 
them, these offenses are gradually becon 
ing less frequent. As long as such practices 
continue in any degree, however, just so 
long will accountancy’s attainment of the 
very highest professional plane be pre 
vented. There is more than a little truth 
to the saying that we are accepted by the 
world at large at our own valuation. If we 
value ourselves cheaply, or do those things 
that indicate cheapness, it is improbable 
that the world will value us otherwise. 
The same is true of a profession. So long 


as unprofessional practices are resorted to J 


by those in the accountancy profession, 
the business world can hardly be blamed 
for appraising the profession accordingly. 

The violations of professional ethic 
which have just been enumerated rise up 
as particularly strong temptations to the 
young practitioner newly launched on his 
professional career. He has a burning 
desire to succeed that is perfectly under 
standable, but he must hold fast to the 
friendly advice of older heads so that 
unbridled ambition may not carry him 
swiftly to his professional doom. Further 
more, in the process of bringing about his 
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own professional oblivion, he is com- 
mitting a gross injustice to the great 
majority of members of the profession 
who by self-discipline and unceasing 
effort have raised the professional standard 
to its present level. 

Now this great temptation of the 
young practitioner to sidestep professional 
ethics is no special form of persecution 
inflicted only by the accountancy pro- 
fession. It is a situation that is common to 
all the professions and is merely one 
illustration of the fact that entrance into 
a profession requires the assumption of 
professional obligations. The man who 
cannot face them had best not enter this 
field. 

A completely different phase of pro- 
fessional ethics involves the relationship 
between the practitioner and his client. 
This is of vital importance because it 
concerns the practitioner’s contact with 
the business public, and in the final 
analysis the security and recognition of 
any profession is largely determined by 


the public with which it comes in contact. 
The public for its part pronounces its 
judgment on the profession as the result 
of its collective personal experience with 
the practitioners. The outstanding obliga- 
tion that a public accountant owes his 
client is to treat as an inviolable con- 
fidence all information concerning the 
client’s affairs of which the practitioner 
has knowledge. The requirement for such 
a rule of ethics is so obvious that it needs 
no elaboration, but its importance to the 
client cannot be overstated. The practi- 
tioner is obligated not to accept an engage- 
ment inimical to the interests of an exist- 
ing client. He is also duty-bound, regard- 
less of the terms of remuneration for his 
services, to render to the client only one 
quality of service, and that is his best. 
These and other rules of ethics are in- 
volved in the practitioner and client 
relationship, the limitations of this paper 
precluding further discussion of this partic- 
ular phase of the ethics. 


A SUGGESTED PROGRAM FOR COLLEGE 
TRAINING IN ACCOUNTANCY 


L. Boyp 


subject. It accumulates, verifies, 

presents, and interprets financial 
information about operations and prop- 
erties for business enterprise or about 
financial activities and resources for gov- 
ernment and nonprofit organizations. It 
deals also with the means and methods 
of controlling the receipt, possession, and 
disposition of properties to establish 
personal responsibility, to reduce the 
possibility of errors, and to minimize the 
opportunity for fraud. 


Niet. is essentially a technical 


Certain phases of accounting study give 
the student some knowledge of business 
operations, of the importance of the 
profit system in an economic society, and 
of the need for financial information by 
management, owners, creditors, govern- 
ment, employees, and the general public. 
Such study may also be of personal use- 
fulness to the individual in the handling 
of his own financial affairs or as a financial 
officer of a social, fraternal, religious, or 
charitable organization. It has a sup- 
plementary value in the training of in- 
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dividuals for managerial or executive 
positions in business. It has also a sup- 
plementary value in the training for other 
professions, such as law and engineering. 

Accounting courses too frequently do 
not meet the needs for social, personal, 
and supplementary training in accounting. 
These needs cannot adequately be met 
by the content of the usual elementary 
accounting courses. Not all students can 
be, nor should they be, fitted into an 
“all-purpose” curriculum. Provision should 
be made for one or more accounting 
courses especially designed for these pur- 
poses. 

Although it is important that the wide 
application of accounting training be 
recognized, the primary function of the 
college accounting curriculum must be 
to provide adequate training for vocational 
and professional use. Technical courses 
should be so provided and arranged in 
the curriculum that the accounting stu- 
dent will receive a thorough basic training 
adaptable to several fields of accounting 
service. Appropriate supplementary and 
advanced courses should be provided to 
allow some specialized training. 

The college accounting curriculum 
should train individuals for executive 
positions in accounting for private busi- 
ness, for government, and for nonprofit 
organizations. It should also provide 
training for those with the ability and 
desire to become professional public ac- 
countants or teachers of accounting. 
Success in securing such positions and in 
performing effective service in them re- 
quires a thorough basic training in ac- 
counting, adequate specialized training, 
and sufficient experience to develop sound 
judgment. The pathway to an executive 
position almost always leads through a 
field of minor positions. The individual 
acquires judgment through actual business 
situations. Experience, in this respect, is 
usually the best teacher. College training 


in accounting can prepare for the opening 
positions, can furnish some specialized 
knowledge, and can help develop those 
personal qualities of industry, initiative; 
and imagination which will lead the 
capable individual to a position of leader. 
ship in his field of specialization. 

A person who is properly trained in 
accountancy will have access to a wide 
variety of positions through which to 
make his entrance into accounting work, 
So similar in character are the basic train. 
ing requirements for the main fields of 
accounting service that there is an ex 
tremely high degree of transfer of training 
among these fields. One who has ability, 
initiative, and the proper basic training 
may, as the need arises or the desire 
occurs, transfer his efforts from one field 
of service to another. It is this transfer of 
training among the various fields of ap 
plication which makes it possible for the 
capable accountant to keep himself em 
ployed during periods of prosperity or 
depression. Although transfer can readily 
be made, they most usually occur at the 
lower levels of employment. Success at 
the higher levels generally requires special- 
ized training and adequate experience. 

Vocational applications of accounting 
training may be separated into at least 
eight major fields of service. These are the 


fields of the Commercial Accountant, } 


the Cost Accountant, the Utilities Ac 
countant, the Financial Accountant, the 
Government Accountant and Government 
Agent, the Institutional Accountant, the 
professional Public Accountant, and the 
professional Accounting Teacher. 
Commercial accounting deals with re 
tail, wholesale, jobbing, and general serv- 
ice enterprises. Cost accounting applies 
to manufacturing, mining, construction, 
and the cost phases of many other business 
activities. Utility accounting is applicable 
to power, light, water, transportation, 
and communication enterprises. Financial 
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accounting relates to banks, trust com- 
ies, loan companies, credit unions, 
building and loan associations, insurance 
companies, investment companies, and 
| brokerages. Government accounting ap- 
plies to cities, counties, states, and the 
Federal government. Institutional ac- 
counting relates to nonprofit organiza- 
tions. These include hospitals, churches, 
schools, colleges, cooperatives, labor 
unions, and fraternal organizations. Public 
accounting positions include those for 
juniors, seniors, supervisors, specialists, 
and principals. Accounting teaching serv- 
ices apply in high schools, business 
schools, and colleges. Each field contains 
numerous positions of an executive na- 
ture. Success in each position requires 
sound basic accounting training and some 
specialized accounting knowledge. 

The college accounting curriculum 
should furnish basic training for entrance 
or transfer to any of the special fields of 
service. It should also provide for special- 
ization in at least one of these - fields. 
During the first three years of college 
training, provision should be made for 
completion of the basic accounting courses, 
for supplementary training of a general 
nature useful to accountants, and for 
general training for cultural, social, and 
civic purposes. Prior to the fourth year, 
students should elect a field of specializa- 
tion. Courses in accounting and in directly 
supplementary subjects should be pro- 
vided to furnish some training in the 
chosen field. A fifth year will probably be 
necessary for those who expect to be 
teachers of accounting or professional 
| public accountants. This additional train- 
ing may be taken by the student during a 
full academic year immediately following 
graduation or may be secured through 
summer school or evening school courses. 

Accounting courses which appear to be 
basic to all fields of accounting service, 
or which will provide the highest degree 


of transfer, are listed below. 


Basic Accounting Courses 


Semester 


Course Hours 


Elementary Accounting (Record keeping, 
ures) 


A ting 
Fundamentals of Control and Audit 
Principles of Fund Accounting 
General Business Taxes 
Income Taxes 


Total semester hours 


Bookkeeping is largely a clerical phase 
of accounting. Training in the use of forms 
and records and in bookkeeping pro- 
cedures, however, must constitute the 
basis for further training in accounting. 
It is also necessary for meeting the require- 
ments of many opening positions. This 
training can be satisfactorily secured in 
the usual six semester hours of elementary 
accounting now provided by most cur- 
ricula. 

College teaching must keep the book- 
keeping point of view long enough to give 
the student an understanding of the 
process of accumulating financial informa- 
tion and some skill in performing the work 
of a bookkeeper. As soon as possible, 
however, the focus should shift to the 
managerial or executive point of view. 
The intermediate courses in accounting 
will usually best develop the knowledge 
and understanding of principles, and the 
executive attitude toward the processes 
of accumulation and presentation of ac- 
count data. 

The purposes, principles, and procedures 
of cost accounting should be understood 


‘by every accountant. These are applicable 


not only to a specialized field but also to 
important cost phases of accounting in 
most of the other fields of service. Utilities, 
financial institutions, government divi- 
sions, and nonprofit organizations fre- 
quently need cost data properly presented 
and properly interpreted. Regulatory and 
tax enforcement agents for government, 
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and those engaged in the field of public 
accounting service, need a basic knowledge 
(sometimes a specialized knowledge) of 
cost accounting in order to perform their 
work effectively. Teachers of accounting 
certainly should have an understanding 
of elementary cost principles and pro- 
cedures. 

Accounting teachers will probably agree 
upon the inclusion of the elementary, 
intermediate, and cost courses in the basic 
curriculum. They may agree also that the 
knowledge to be gained from a study of 
state and Federal income taxes is so 
widely applicable that such a course 
should be offered to all accounting stu- 
dents. These courses are now found in 
almost all college accounting curricula. 
Opinions will undoubtedly differ with 
regard to the need for the other three 
courses suggested above. 

The basic accounting curriculum should 
prepare the student for possible entry 
into any field of accounting service. 
Courses included in this curriculum should 
have a wide application of usefulness or 
should be fundamental to the requirements 
of a particular accounting field. For these 
reasons it is suggested that basic courses 
be offered also in Fundamentals of Control 
and Audit, General Business Taxes, and 
Principles of Fund Accounting. Such 
courses are not now generally included in 
college accounting curricula. For this use, 
course content needs to be determined; 
teaching materials and techniques must 
be developed. It is the writer’s belief that 
these courses should be placed ahead of 
those which deal with advanced account- 
ing problems. They are of such a nature 
that they may be offered at the late 
sophomore or the junior level. Advanced 
problem courses can then be offered to 
seniors or to graduates who wish to 
specialize in public accounting and to 
prepare for the C.P.A. examinations. 

Provision for proper internal control as 


protection against fraud and error is ay 
important but often neglected function 
of accounting. Its importance should be 
stressed in the early stages of accounting 
training. Its methods should be under 
stood by accountants engaged in any field 
of service. Public accountants are giving 
increased recognition to the need for 
internal control. Private enterprise is 
rapidly developing internal control and 
internal audit as valuable aids to manage. 
ment. Private enterprise, government, 
and nonprofit organizations all need the 
protection provided by its use. Such a 
course, properly developed, would furnish 
basic training to those who may wishto 
take advanced courses in preparation for 
positions as internal auditors, government 
agents, or public accountants. It would 
have wide application in the various fields 
of private accounting. Understanding of 
the work of an auditor would cause the 
private accountant to maintain better 
internal control and to keep the business 
forms and records in more easily verifiable 
condition. 

Taxation is such an integral part of 
private enterprise that a course in general 
business taxes would prepare students for 
useful service in business or in public 


accounting. A course in general business | 


taxes may include practically all taxes 
except income, estate, and inheritance 
taxes. It would deal primarily with the 
current requirements of tax laws and 
regulations, especially in regard to who 
or what is subject to tax, rates of tax 
which apply, preparation of forms, filing; 
payment. Included would probably be pay- 
roll taxes, real estate and personal property 
taxes, sales taxes, excise taxes, business 
licenses, capital stock taxes, and others of 
local, county, state, or Federal applica 
bility to business. Such a course would 
furnish training widely useful in various 
fields of service and should be required 
of all students who major in accounting. 


SESE 
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Fund accounting is particularly ap- 
plicable to government and to nonprofit 
organizations. It should be understood by 
teachers. It should be given greater at- 
tention in the preparation for public 
accounting service. A course in funda- 
mentals of fund accounting should deal 
with the principles and procedures gen- 
erally applicable to all government and 
nonprofit organizations. It should provide 
preliminary training basic to advanced 
courses for those who may wish to special- 
ize in these fields of activity. It would 
greatly increase the opportunities for 
positions at the entrance levels of em- 
ployment for graduates in accountancy. 

For those who may wish to specialize 
in one of the fields of accounting service, 
courses particularly applicable to each 
field should be offered. In addition to the 
twenty-four semester hours of training 
suggested for the basic accounting courses, 
undergraduate students should have the 
opportunity to secure from six to eight 
additional semester hours of work in a 
field of accounting specialization. For the 
preparation of accounting teachers and 
professional public accountants a graduate 
year has already been suggested. 

Each undergraduate year of college 
training should include courses of 3 general 
nature for cultural, social, and civic pur- 
poses. It should also include some courses 
supplementary to training in accounting. 
A suggested four-year curriculum in ac- 
countancy would include sixty to sixty- 
four semester hours of general subjects, 
thirty or thirty-two hours of accounting, 
and thirty or thirty-two hours of sup- 
plementary subjects. What proportion of 
each should be taught in each year is a 
highly debatable question. 

Three main types of curricula (with a 
multitude of modified forms) are now 
found in the various colleges. These may 
be known as the horizontal, the diagonal, 
and the vertical types. Each may contain 
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the same or similar proportions of general, 
accounting, and supplementary subjects. 
They differ for the most part in the periods 
of offering. 

The horizontal type is most frequently 
found in colleges whose curricula are 
determined largely by administrators 
or professors from the departments of arts 
and sciences. In this type of curriculum, 
the first two years of college training are 
almost entirely devoted to the general 
subjects. The remaining two years are 
available for accounting and supplemen- 
tary subjects. At the other extreme oc- 
casionally may be found (especially in 
colleges which primarily train part-time 
and evening school students) a curriculum 
which allows the student to secure the 
accounting and supplementary training 
in the first two years and to complete the 
general courses for graduation require- 
ments during the last two years. 

The diagonal curriculum places only 
one or two courses in accounting and 
supplementary subjects in the freshman 
year. The great majority of courses 
required at that time are in the gen- 
eral subjects. As the student progresses 
through the remaining three years of 
college, the proportion of accounting and 
supplementary subjects increases and that 
for the general subjects decreases until in 
the senior year the great majority of 
courses apply directly to training in 
accountancy. The extreme of this form 
also is occasionally found in part-time and 
evening colleges. The early years may 
emphasize technical training, with slight 
attention to general training. The later 
years may deal mainly with the general 
training. 

The vertical-type curriculum offers in 
each year of college training the pro- 
portions of approximately fifty per cent of 
the work in general subjects and fifty 
per cent in accounting and supplementary 
courses. 
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College curricula should recognize the 
need for training college students to 
meet their cultural, social, and civic 
responsibilities in modern cooperative 
society. They should also provide that 
each college student will be properly 
trained to perform some useful economic 
function in that society. Therefore, neither 
the general nor the accounting and sup- 
plementary subjects should be emphasized 
to the detriment of training in the other 
during any year of college. The benefits of 
a general education should not be lost or 
reduced by placing the general subjects 
in the first two years and the technical 
subjects in the last two years of the 
curriculum. Such a curriculum provides 
an overemphasis upon general training 
in the early years of college work. It 
forces an overemphasis upon technical 
training during the junior and senior 
years, in the rush to secure proper voca- 
tional preparation before graduation. At- 
tempts to develop a desire for culture 
and the responsibilities of good citizenship 
during the period before graduation must 
frequently be neglected or their effective- 
ness is lost in the rush. 

To maintain proper balance between 
general and technical subjects and to 
make possible the development of a 
sound basic program of accounting train- 
ing, with opportunity for some specializa- 
tion, a modified form of the diagonal 
curriculum is recommended. This type of 
curriculum begins training in accounting 
and supplementary subjects during the 
first semester in college. It places in- 
creasing emphasis upon technical train- 
ing in each succeeding semester until 
graduation. General subjects will be of- 
fered each semester of the entire four- 
year curriculum, with the majority of such 
courses in the early years of training and 
with decreasing emphasis (but not neglect) 
up to graduation. Approximately fifty 
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per cent of the total training will be ip 
general subjects. The same proportion 
will be in accounting and supplementary 
subjects. Such a program appears desirable 
for meeting both the requirements of 
thorough training in accounting and the 
requirements of desirable training for 
community life. 

Sufficient time and a continuous pro. 
gram are necessary to develop properly 
the principles and procedures related to 
accounting data and to internal control, 
This training should be started as soon J 
as possible and should be continued 
throughout the four-year curriculum, 
Basic training should begin in the fresh 
man year. It should be completed by the 
end of the junior year. Specialized training 
should be offered in the senior year. For 
professional preparation, specialization 
should be continued into a graduate year. 

Accounting departments can perform 
a valuable service to their students if they 
will prepare suggested programs of study 
for each field of specialization, or for those 
fields in which the college is prepared to 
offer appropriate courses for specialization. 
For example, a program of special courses 
to prepare for the cost field of accounting 
service might include Standard Cost, 
Distribution Costs, and Budgets. Courses 
directly supplementary to training in cost 
accounting might include Industrial Man- 
agement, Production Control, and Time 
Studies. 

Courses in general subjects, and their 
periods of offering, should be determined 
by or in cooperation with the departments, 
schools, or colleges of arts and sciences. 
The courses in accounting and sup 
plementary subjects, and their places in 
the curriculum, should be determined by 
the accounting department in cooperation 
with the other departments of the school 
or college of business administration. 
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STATE LAW IN REGARD 
TO PAID-IN SURPLUS 


LAWRENCE J. BENNINGER 


surplus, particularly that of paid- 

in surplus, is a fertile field of study, 
and during the past ten years much of 
value has been written on the subject. 
To the writer, it seems that the following 
statement, despite minor objections, still 
stands as a beacon to the student of 
accounting principles: 


T: THE THEORIST, the subject of 


Corporate capital, the equity of stockholders of 
all classes in the enterprise, consists of two major 
divisions—capital paid in by present and past 
stockholders, and earned surplus—which must be 
segregated and clearly differentiated on the 
balance sheet. No transfer may be made from the 
former to the Jatter either directly or indirectly. 
Where corporate laws permit the payment of 
dividends from paid-in capital, the extent to 
which paid-in capital is available for that pur- 
pose should be indicated on financial statements.! 


It is not the intention of the present 
paper, however, to explore the realms of 
theory or the implications of theory. 
Rather the author is merely interested in 
satisfying his curiosity as to the precepts 
or dicta of the laws of the various states 
in regard to such net worth items as no- 
par stock, paid-in surplus, cash dividends 
from paid-in surplus, and, incidentally, 
discount on stock. For the purposes of 
this article, the word “‘state” means any 
one of the United States, the District of 
Columbia, or the territories of Alaska, 
Hawaii, and Puerto Rico. 

An answer to the following: questions 
will be attempted: 


(1) May no-par stock be issued? 
(2) May a portion of the amount received on 


*“Accounting Principles Underlying Corporate 
Financial Statements,” Accountinc Review, Vol. 
XVI, No. 2 (June, 1941), pp. 137-138. 


the sale of no-par stock be allocated to 
surplus? 
(3) May stock be issued at above or below par? 
(4) May cash dividends be made from paid-in 
surplus? 


(1) May no-par stock be issued? 


The author has been teaching account- 
ing for a number of years, stating in class 
after class that, essentially, every state 
in the union permits the issuance of no- 
par stock. Inwardly, he has felt a twinge 
of conscience, despite even so reassuring 
a statement as: 

In 1912 the state of New York revised its cor- 
poration laws, permitting the issue of no-par 
value stock, and in subsequent years most of the 


other states have included similar provisions in 
their statutes.? 


What states if any do not have provi- 


sions for the issuance of no-par stock? 
Specifically, Oklahoma, the District of 
Columbia, and Puerto Rico do not provide 
for no-par stock in their laws. 


(2) May a portion of the amount re- 
ceived on the sale of no-par stock be 
allocated to surplus? 


The Accountant’s Handbook in discussing 
statutory permission to allocate a portion 
of the moneys received for no-par stock 
and Marple’s treatise on net worth have 
this to say: 


It has made possible the payment of dividends 
to preferred and sometimes to common stock- 
holders in the absence of corporate earnings.* 

The general effect of the stated value pro- 
visions has been to substitute for the rule that all 
amounts paid in for shares represent capital, the 
wholly illogical rule that the consideration paid 


2 Accountant’s Handbook Third edition (New York: 
~~ Press Company, 1943), p. 995. 
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in may be divided between capital and surplus by 
corporate organizers in almost any proportion 
they desire.‘ 


Twenty-six state laws give affirmative 
answers to the question at the beginning 
of this section.5 Arkansas, California, 
Connecticut, Delaware, Georgia, Hawaii, 
Idaho, Illinois, Kansas, Kentucky,® Loui- 
siana, Maine, Maryland, Michigan, Min- 
nesota, Missouri, Nebraska, Nevada, New 
Jersey, New York, Ohio, Rhode Island, 
Tennessee, Virginia, Washington, and 
Wisconsin are in this group. Pennsylvania 
and Colorado permit the allocation of a 
portion of amounts received only in the 
case of no-par common stock, any alloca- 
tion of no-par preferred being prohibited.’ 
Kansas law is typical of the twenty-six 
which give affirmative answers: 


Any corporation may by resolution of its 
board of directors determine that only a part of 
the consideration which shall be received by the 
corporation for any of the shares of its capital 
stock which it shall issue from time to time shall 
be capital.® 


In the same section, the law goes on to 
exclude par value stock from the fore- 
going unless it is sold for more than par, 
in which case the premium may be 
transferred to surplus. 

The Wisconsin act is the most curious, 
but perhaps the most enlightened, of the 
twenty-six. It reads: 


In case shares without par value are sold by a 
corporation which has accumulated a surplus, 
such portion of the price as shall bear the same 
proportion to the total price as the surplus bears 
to the total of capital and surplus of the corpora- 


* Raymond P. Marple, Capital Surplus and Cor porate 
— (New York, Ronald Press Company, 1936) 
p. 35. 
5 See corporation law of each of the States. 

6 29 S.W. (2d) 566. 
5 Business Corporation Law, Section 


General Corporation Law (1935), State of Colorado, 
Article I, Section 12f. 


ps bs General Corporation Code of Kansas, Section 17- 
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tion ... may be treated as surplus available for 
dividends.® 

Rather than being designed merely to 
permit the creation of surplus, the purpose 
of this section seems to be to prevent the 
shifting of equity from those who ar 
either unwilling or unable to invest more 
in the stock of a corporation to those who 
are in a position to increase their invest- 
ment. 

The following states do not permit the 
creation of paid-in surplus through the 
sale of no-par stock: Florida, Indiana, 
Montana, New Mexico, North Dakota, 
and Vermont. Florida law is typical of 
those states in which permission to create 
paid-in capital through the sale of no-par 
stock is implied whereas in some states 
this is specifically forbidden: 

...the capital of every corporation incor 
porated or reincorporated under this chapter shall 
be the sum of the aggregate par value of all shares 
of stock having par value issued by the corpora- 
tion and the aggregate amount of consideration 
received by the corporation for the issuance of 
additional shares without par value, together 
with such additional amounts, if any, as from 


time to time by resolution of the Board of Direc 
tors may be transferred to capital.!° 


Of the remaining states which permit 
the issuance of no-par stock, Alabama, 
Alaska, Arizona, Iowa, Massachusetts, 
Mississippi, New Hampshire, North Caro- 
lina, Oregon, South Carolina, South Da 
kota, Texas, Utah, West Virginia, and 
Wyoming make no statement, or very 
indefinite ones, on the division of no-pat 
stock payments between capital stock 
and surplus. 


(3) May stock be issued at above or 
below par? 
Universally, it was found that through 
omission of restriction or the use of some 
such statement as “the aggregate pat 


® Generai Corporation Law (1933), State of Wiscon- 
sin, Section 182.14. 
oan Corporation Law, State of Florida, Section 
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State Law and Paid-in Surplus 


yalue of” in the definition of capital, all 
state laws permit the sale of stock for more 
than par, and, consequently, the creation 
of paid-in surplus. However, there is a 
wide difference in state law regarding the 
sale of stock at less than par value. 

Thirty-two states deny the right of 
corporations to issue either preferred or 
common stock at a discount (Alabama, 
Arizona, Arkansas, Colorado, Delaware, 
Florida, Georgia, Idaho, Illinois, Iowa, 
Louisiana, Maryland, Massachusetts, 
Michigan, Minnesota, Missouri, Montana, 
»Nebraska, New Hampshire, New Jersey, 
New York, North Dakota, Oklahoma, 
Pennsylvania, South Carolina, South Da- 
kota, Tennessee, Texas, Utah, Vermont, 
Washington, and Wisconsin). Massachu- 
setts law typifies fairly well the laws of 
the foregoing states: 


No corporation shall issue a share for a less 
amount to be actually paid in thereon than the par 
value of the shares at the date of issue." 


Kentucky permits common stock, but 
not preferred, to be issued below par.” 
California permits stock to be sold at a 
discount if in the opinion of the board of 
directors the stock cannot be sold at 
par.* The law further provides that if 
stock is sold at less than par, such discount 
must be shown as a subtraction from 
capital stock. Ohio permits the sale of 
stock at less than par if (a) the corporation 
has been in existence for more than two 
years, and (b) the stock cannot be sold at 
par.“ Virginia makes no statement con- 
cerning the sale of par value stock as such, 
but says: 


... Any corporation may adopt such plan of 
financial organization and may dispose of its 


a 1 Massachusetts General Corporation Law, Section 


Corporation Law (1942) Kentucky, Sec. 
13 California General Corporation Law, Section 300b. 
General Corporation Act of Ohio (1927), Bald- 
win’s 1936 Certified Revision. 
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stock or bonds for the purposes of the corporation 
at such prices, for such consideration, and on 
such terms and conditions as it may see fit." 


Alaska, Indiana, Kansas, Oregon, Rhode 
Island, and West Virginia permit without 
restriction the issuance of par value stock 
at less than par. 

States in which the subject of the sale 
of par value stock at a discount was not 
touched upon in the statutes are Con- 
necticut, the District of Columbia, Hawaii, 
Maine, Mississippi, Nevada, New Mexico, 
North Carolina, Puerto Rico, and Wyo- 
ming. As a conjecture, it would seem that 
in these states the common law rule would 
follow that the stock could be sold below 
par, but that the buyer would be liable 
for any unpaid balance in case of in- 
solvency. 


(4) May cash dividends be made from 
paid-in surplus? 


The following quotation is apropos here: 


It might seem at first blush to be a simple ques- 
tion whether under the law of the particular state 
dividends could be paid from paid-in surplus. 
Other questions, however, might well be involved. 
as for example, whether a corporation organized 
in one state and domiciled in another would need 
to conform to the laws of both states. I think that 
most corporation lawyers would hesitate a long 
time before they would be prepared to give an 
opinion as to how much of any particular kind of 
surplus could properly be used for dividends, and 
accountants would do well not to rush in where 
lawyers fear to tread. (Italics supplied.) 


With the foregoing in mind and with 
the added warning that the following 
statements are of general nature, being 
based only on a reading of the corporate 
law of the state under consideration, 
the answer to the question of payment 
from paid-in surplus has been divided into 
three broad groups, the first of which 


16 Virginia Code of 1942, Section 3788. 

16 Samuel J. Broad, “The Capital Principle,’ Ac- 
wees Review, Vol. XVII, No. 1 (January, 1942), 
p. 32. 
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includes those states where dividends may 
be paid out of any surplus whenever net 
assets exceed the par value of capital 
stock or the sum of the values of the par 
value stock and the stated value of the 
no par stock. In this group are 36 states: 
Alabama, Arkansas, Colorado, Connecti- 
cut, Delaware, the District of Columbia, 
Florida, Georgia, Idaho, Indiana, Iowa, 
Kansas, Kentucky, Louisiana, Maine, 
Maryland, Massachusetts, Mississippi, 
Missouri, Montana, Nebraska, Nevada, 
New Hampshire, New Jersey, New York, 
North Carolina, Ohio, Oklahoma, Rhode 
Island, Tennessee, Texas, Virginia, Ver- 
mont, Washington, Wisconsin, and Wyo- 
ming. Ohio and Virginia require that 
if, dividends are declared out of paid-in 
surplus, the stockholders must be informed 
of their source. Missouri provides for 
payments out of paid-in surplus if the 
corporation is not in arrears to its preferred 
stockholders. That such payments are 
liquidating dividends must be indicated to 
the recipients. 

The Vermont law, in essence, is typical 
of the thirty-six just listed as regards cash 
payments from paid-in surplus: 

A dividend is paid out of capital, if and so far 
as, the value of the assets of the corporation re- 
maining after such dividend is paid is not equal 
to the amount of its liabilities, including the par 
value of all outstanding par value stock and in- 
cluding the value of all outstanding non-par value 
stock, as determined at the time of its issue as a 
liability.* 

A complement to this is the prohibition 
by the same law of the payment of 
dividends out of capital. 

The second group consists of eleven 
states which restrict the payment of cash 
dividends to profits or earned surplus. 

17 General Corporation Act of Ohio (1927), Baldwin’s 
1936 Certified Revision. 


Virginia Code of 1942, Section 3840. 
18 General and Bus. Corp. Act, Missouri (1943), 


Sec. 61. 
am Public Laws of the State of Vermont (1933), Sec. 
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New Mexico law is representative of this 
group: 

No corporation shall make dividends, except 
from the surplus or net profits arising from its 
business, nor divide, withdraw, or in any way pay 
to the stockholders, or any part of them, aniy part 
of its capital stock, or reduce its capital stock.% 


Alaska, Arizona, Hawaii, New Mexico, 
North Dakota, Oregon, Puerto Rico, 
South Carolina, South Dakota, Utah, and 
West Virginia have provisions restricting 
the payment of dividends to profits. 

The third classification of this section 
comprises those five states which permit 
payments out of paid-in surplus to | 
preferred stockholders only. They are 
California, Illinois, Michigan, Minnesota, 
and Pennsylvania. The Pennsylvania law 
is somewhat different from those in its 
class in that it permits dividends to be 
paid out of paid-in surplus if there is but 
one class of stock.” 

These variations may be summarized in 
this way. No-par stock may be issued in 
all states except Oklahoma, the District 
of Columbia, and Puerto Rico. Of the 
forty-nine states which permit the is 
suance of no-par stock, twenty-eight 
permit some allocation of the amounts 
received for no-par stock between capital 
and surplus. Six others prohibit such 
allocation, and fifteen have no or very 
indefinite rulings on the matter. It was 
found that, universally, par value stock 
may be issued above par, but that thirty- 
two states deny the right of corporations 
to issue such stock below par. Ten states 
permit the issuance of either cominon oF 
both classes of stock at a discount. Ten 
states do not mention the topic in theif 
statutes. Thirty-six states allow the pay- 
ment of dividends if a surplus is available, 
even though such surplus arose either 


2® New Mexico General Corporation Law (1941), 
Section 54-317. 
oni Pennsylvania Business Corporation Law, Section 
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through the sale of stock for more than 
par or through the division of amounts 
received on the sale of no-par stock. 
Eleven states restrict the payment of 


dividends to earned surplus. Five states 
permit the payment of paid-in surplus 
to preferred shareholders, but not to 
common stockhciders. 


BOND DISCOUNT OR PREMIUM 
AT REFUNDING 


CHARLES H. GUSHEE 


ancy have discussed the handling 

of discount or premium on bonds 
which are refunded. Caution has marked 
them all. Commissioner Healy calls his 
views (March, 1942, issue) “tentative” 
and designed to “‘invite criticism.” 

The Committee on Accounting Pro- 
cedure of American Institute of Account- 
ants in its Accounting Research Bulletin 
No. 2 (September, 1939) was hesitant in 
expressing definite conclusions but, more 
important, neglected an enlightened ap- 
proach by refusing (Appendix B) to 
consider it “opportune to discuss the 
theoretical soundness and practicability 
of adopting an alternative treatment of 
bonds which would recognize in some 
respects the nominal character of the 
terms ‘principal’ and ‘interest.’”? The 
mere existence of premium or discount, 
however, is complete evidence that face 
value is not the exact principal, and that 
face value or “‘principal’’ is nominal only. 
By considering reality much confusion 
can be avoided, and this is my approach. 
Where others avoid a positive position, 
I propose by mathematical analysis of the 
facts to indicate the only proper methods. 
I shall leave the niceties of detailed treat- 
ment to others, but will not shrink from 
Positive, even dogmatic, stands on major 
points. 

Nine examples were exhibited by Com- 


My in the Journal of Acount- 


missioner Healy in his article. By con- 
sidering the mathematical facts of these 
nine situations I shall indicate in each case 
what actually happens and how it should 
be stated. 


EXAMPLE 1 


X, a corporation, borrows $900,000 on 
a note for $1,000,000 due in ten years with 
interest at the rate of 4 per cent per 
annum. 

What are the facts? X has borrowed 
$900,000 and agreed to make the follow- 
ing payments: $20,000 each six months 
for ten years, then $1,000,000. These are 
all the given facts. Everything else follows 
from them. 

The first additional fact to be deduced 
from the given facts is that the net 
effective interest cost paid by X is 5.301 
per cent. That fact can be obtained from 
any bond table. It is purely mathematical 
in nature, but 5.301 per cent is the proper 
measure of the cost of money to X, and 
should control every entry to be made 
subsequently. 

Six months from date of issue the 
corporation calculates its cost of $301 per 
cent on $900,000 to be $23,855.72; but 
by the terms of its agreement it must pay 
in cash only $20,000. Therefore it adds 
the difference of $3,855.72 to the $900,000 
it borrowed and it then owes $903,855.72 
The important item on a balance sheet 
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is to show this figure, $903,855.72. It, 
and it only, is the true amount owed at 
this moment under the terms of the 
original contract. The next most important 
thing is to show the real effective cost of 
the money as 5.301 per cent. This is 
rarely done, although all agree that the 
nominal coupon rate is not a measure of 
the cost of the loan. 

So far as the mere details are concerned, 
a descriptive phrase or even a footnote can 
say “represented by $1,000,000 four per 
cent note, due in 94 years, less unamort- 
ized discount of $96,144.28.” Compare 
this with present practice, in which face 
value is an idol of the accounting-place, 
though all parties to this discussion are 
agreed that it is meaningless (because 
attachment of high or low coupon rates 
determines the net sum borrowed). 

Any accountant worthy of the name 
should be able to prepare in two hours an 
amortization schedule giving the amount 
of every entry needed for the life of this 
loan—yet of the 118 major corporations 
investigated by J. C. Clendinin (July, 
1941, issue) not one took the trouble to do 
the job right. (See Table I at right.) 


EXAMPLE 2 


The initial loan is the same, but at the 
end of five years by mutual consent the 
maturity date is extended ten years by 
notation to that effect on the original 
loan. 

The facts are that we have been ac- 
counting for a transaction which has now 
been changed. The old deal has ended, a 
new deal is started; or, to mix the meta- 
phors, the King is dead, long live the 
King. The new deal is the fact we must 
account for. As of the end of five years in 
our amortization schedule, Corporation X 
shows the amount borrowed as $943,496.85 
and the informative footnote now says 
that this is represented by $1,000,000 
four per cent bonds (or note) due in 


$1,000,000 4% note due in 10 years sold for $900,009 


Taste I 


AMORTIZATION SCHEDULE 


Effective rate 5.301% compounded semiannually 


Amortiza- Amortized 
Years Interest tion Value 

0 900 ,000.00 

23,855.72 3,855.72 903,855.72 
1 23 ,957 .92 3,957.92 907 , 813.64 
14 24,062.83 4,062.83 911 , 876.47 
2 24,170.52 4,170.52 916,046.99 
23 24,281.06 4,281.06 920 , 328.05 
3 24,394.54 4,394.54 924,722.59 
34 24,511.02 4,511.02 929 233.61 
4 24,630.59 4,630.59 933 ,864.20 
4} 24,753.33 4,753.33 938 , 617.53 
5 24,879.32 4,879.32 943 ,496.85 
54 25,008.66 5,008.66 948, 505.51 
6 25,141.42 5,141.42 953 , 646.93 
64 25,277.70 5,277.70 958 , 924.63 
7 25,417.59 5,417.59 964 , 342.22 
74 25,561.19 5,561.19 969 903.41 
8 25,708.60 5,708.60 975,612.01 
84 25,859.91 5,859.91 981 ,471.92 
9 26,015.24 6,015.24 987 , 487 .16 
94 26, 174.68 6,174.68 993 , 661.84 
10 26,338.16 6,338.16 1,000 000.00 


five years, less unamortized discount of 
$56,503.15, the loan costing 5.301 per cent 
effective. At this moment the extension 
of the loan is made and, although the 
$943,496.85 on the balance sheet remains 
entirely unchanged, the explanatory note 
now reads “represented by $1,000,000 
four per cent note, due in fifteen years, 
less unamortized discount of $56,503.15, 
the loan costing 4.523 per cent. The full 
picture is still disclosed by this simple 
explanation and the accountant merely 
sits down and makes a new amortization 
schedule based upon the new rate of 
4.523 per cent and new term of fifteen 
years. 

In interpreting any transaction like 
this from an accounting point of view, I 
always like to understand the reasons 
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underlying the deal. In ordinary business 
transactions these reasons make sense, 
and understanding the reasons may help 
the accountant make sense. In the present 
case I suggest that Corporation X wants 
to borrow the money it needs, for the 
time it needs it, at the lowest possible 
effective interest cost. It owes $943,496.85, 
which costs it 5.301 per cent, the loan to 
be terminated in five years. If it will 
continue to need this money in its business 
for an additional ten years, and if it can 
reduce its effective cost from 5.301 per 
cent to 4.523 per cent, then the transac- 
tion has been logical. 

From the lender’s point of view, he may 
anticipate that interest rates will decline, 
that it will be difficult to reinvest his 
money in five years, and that the smart 
thing is to arrange a ten-year extension so 
that he will be sure to get 4.523 per cent 
for fifteen years instead of 5.301 per cent 
for only five years. 

I submit that this extension of time 
constitutes a new transaction. It termi- 
nates one agreement. It makes a new 
agreement. The fact that it was recorded 
by a notation on the original document 
is commendable from the point of view of a 
paper shortage, but otherwise has no 
relevance to the total situation nor to the 
proper accounting for it. 


EXAMPLE 3 


Same facts exactly, except that a new 
note is substituted for the old note. This 
has been pretty well covered already, but 
to amplify the evidence there is not a 
shred of sense to the idea that a corpora- 
tion having $56,503.15 of unamortized 
discount payable over five future years, 
when a new deal makes it payable over 
fifteen years, should suddenly and ar- 
bitrarily make the stockholders pay the 
whole $56,503.15 instantly by taking it 
out of current earnings or earned surplus. 
This holds, whether or not a new piece of 


paper takes the place of the old piece. 
This whole question of hairsplitting over 
the minutiae of physical details attending 
a transaction (to me it smacks of medieval 
scholasticism) is engeadered by the failure 
to comprehend the fundamental point 
that the face value of the bonds is mean- 
ingless. In the case of bonds sold at a 
discount, the face value contains future 
interest and to that extent should properly 
be accounted for as future interest only. 
You don’t put future coupons on the 
balance sheet except as a descriptive note 
in the phrase “4 per cent bonds.” No 
more need you include deferred interest 
(i.e., unamortized discount) except as a 
deduction from face value. If you want 
to put future interest directly on the 
balance sheet, start by trying it on 
Canadian Pacific Perpetual 4’s. Once the 
fact is firmly comprehended that un- 
amortized discount is contemporaneously 
nonexistent (i.e., is future interest), then 
you must realize that changed conditions 
which void its future payment cannot 
possibly justify an accountant in making 
it due in full simultaneously. Then the 
fact that a new piece of paper supplanted 
the old becomes no more important than 
that A drank Scotch and B drank beer 
when they sealed the bargain. 


EXAMPLE 4 


This is the same as Example 3 from the 
point of view of the borrower, but ac- 
tually the first lender is paid off the full 
$1,000,000 prematurely and a new lender 
supplies the $1,000,000. Because there is 
absolutely no net difference to the bor- 
rower (and we are accounting for the 
borrower, aren’t we?) the method should 
be the same as previously described. 

Here we run into more difficulty. X 
actually paid the lender the full $1,000,000 
for what stood on his books at $943,496.85 
net and thus paid in full his unamortized 
discount of $56,503.15. This would seem 
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to represent a fait accompli and justify the 
view that immediate charge-off was im- 
perative. 

To take this view ignores the total 
situation for concentration on a part. 
Obviously the corporation substituted a 
fifteen-year loan at 4.523 per cent for a 
five-year loan at 5.301 per cent. It was 
good business to do so, precisely because 
these new terms were advantageous to the 
corporation. They were advantageous 
because their net effect was to postpone 
payment of the unamortized discount for 
fifteen years and reduce the interest cost. 
Should a set of transactions obviously 
beneficial to a corporation be treated by 
its accountants as though they were 
detrimental? 

The cost of payment for the old issue 
at face value is just as legitimately a cost 
attributable to the new financing as the 
cost of preliminary clearance of debris 
is part of the cost of a new building. In 
considering any new project or act the 
total cost is the actuating cost, including 
the preliminary cost of clearing away the 
old debt structure. This contributes noth- 
ing new to the reasoning in Commissioner 
Healy’s article, but agrees with it. 

Perhaps one other approach will be 
worth while. Suppose that the corporation, 
when delivering the new note to the 
new investor, had invoiced him not for 
$1,000,000 but for $943,496.85 plus 
$56,503.15 costs. Would that satisfy the 
niceties of the situation? A cost is un- 
questionably amortizable over the life of 
the issue, and this $56,503.15 was a cost 
to the corporation incurred necessarily 
in taking advantage of a new and ad- 
vantageous opportunity. 

This brings us to the end of the examples 
on bonds sold at a discount and brings us 
to premium cases. These are identical 
in reasoning and handling except that the 
existence of premium means that the 
subsequent coupons will consist not only 
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of interest but also of a repayment of the 
premium. The examples will adequately 
show the handling. 


EXAMPLE 5 


X receives $1,100,000 for a ten-year 
4 per cent note for $1,000,000 face value, 
This merely means that it has received 
$1,100,000 and agreed to pay $20,000 
each six months for ten years, then 
$1,000,000. We find in any bond table that 
this is an effective rate of 2.844 per cent. 
After six months the corporation finds its 
loan at 2.844 per cent should have cost it 
$15,642.12, but it must pay $20,000. The 
difference of $4,357.88 constitutes a repay- 
ment of principal, and the loan will stand 
at $1,095,642.12. This can be described as 
represented by $1,000,000 four per cent 
notes due in nine and one-half years, plus 
unamortized premium of $95,642.12 cost- 
ing an effective rate of 2.844 per cent. For 
the full amortization schedule see Table II 
on page 65. 


EXAMPLE 6 


The same example, but at the end of 
five years the loan is extended for an 
additional ten years. The treatment is 
identical with the case of the discount 
bond, Example 2. The schedule at the 
end of five years shows an amortized 
value of $1,053,524.12. This stays on the 
balance sheet as is. The new effective rate 
is calculated to be 3.537 per cent. The 
descriptive note now reads “represented 
by $1,000,000 four per cent note, due in | 
fifteen years, with effective cost of 3.537 
per cent.” A new amortization schedule is 
prepared. 

This example is beautifully adapted to 
show weaknesses of everything but the 
right method of handling. Bear in mind 
that it is specifically outside the scope of 
Accounting Research Bulletin No. 2, not 
only because it has unamortized premium 
rather than discount, but also because it 
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Taste II 
AMORTIZATION SCHEDULE 


$1,000,000 4% bonds or (note) due in 10 years sold for 
$1,100,000. Effective rate 2.844% compounded 
semiannually 
Amortiza- 
tion 


Amortized 
Value 


1, 100,000.00 
1,095 ,642.12 


1,091,222 .27 


Interest 


15,642.12 


15,580.15 
15,517.30 


15,453.55 
15,388.90 


15,323.33 
15,256.83 


15,189.38 
15,120.97 


15,051.59 
14,981 .23 


14,909.86 
14,837.48 


14,764.07 5,235.93 
14,689.61 5,310.39 
5 


14,614.10 
14,537.51 


14,459.83 
14,381.05 


14,301.15 


4,357.88 


4,419.85 
4,482.70 


4,546.45 
4,611.10 


4,676.67 
4,743.17 


4,810.62 
4,879.03 


4,948.41 
5,018.77 


5,090.14 
5,162.52 


385.90 
5,462.49 


5,540.17 
5,618.95 


5,698.85 


,022, 320.47 
1,016,857 .98 


1,011,317.81 
1,005, 698.86 


1,000,000.00 


represents a refunding at a higher interest 
cost. 

Suppose we wash up the old deal. We 
give the corporation a false profit of 
$53,524.12 unamortized premium and 
start it immediately to paying 4 per cent 
on its new loan. That is not a conservative 
way of handling a tough deal for the 
corporation, to put it mildly. 

Suppose we charge off the unamortized 
premium over the life of the old issue. 
Then we keep merrily on letting money 
cost the corporation 2.844 per cent when 
we know perfectly well that by doing so 
we are condemning the corporation later 
to pay 4 per cent for ten years. That is not 
very conservative. 

The right way is to start the corporation 
immediately on its new rate of 3.537 per 
cent for fifteen years. 

Since I have urged realism in seeing 
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management’s point of view, perhaps this 
deal should be justified. Although the 
corporation has a nice loan costing only 
2.844 per cent and running five more 
years, it sees interest rates climbing and 
also sees its own cash position weakening 
temporarily, so that embarrassment at 
the loan maturity is a distinct possibility. 
Therefore it is wise to get ten years’ 
extension of the loan even at the cost of 
upping the rate from 2.844 per cent to 
3.537 per cent. But would any accountant 
dare call it reasonable to cling to the cheap 
2.844 per cent rate for five more years in 
the face of the fact that the corporation 
has signed an agreement which has in- 
creased its rate? The method applied by 
me is the correct one, just as it was 
correct for a discount bond. 


EXAMPLE 7 


The same example, but switching to a 
new note. This was all covered in Example 
3. No change of treatment from Example 
6. 

EXAMPLE 8 


X borrows $900,000 on a ten-year 4 
per cent note for $1,000,000. At the end of 
five years it borrows $1,050,000 on a 
fifteen-year 4 per cent note for $1,000,000, 
using the proceeds to pay off the first 
loan at face value prematurely. 

In Example 1 we saw that the first loan 
had an effective cost of 5.301 per cent 
and at the end of five years stood at 
$943,496.85. 

On the new loan the corporation 
received $1,050,000 and it paid $1,000,000 
to retire the old loan, meaning that it 
borrowed $50,000 more cash. Another way 
of looking at it would be that the corpora- 
tion received $1,050,000 less the cost 
incurred in calling the old loan (i.e., 
$56,503.15 unamortized discount) or 
$993,496.85, but since the old loan stood 
at $943,496.85 the sum of $50,000 has been 
added. 
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The net proceeds of $993,496.85 out of 
gross proceeds of $1,050,000 on face value 
of $1,000,000 represents a unit cost of 
99.35 on 100 and the effective cost of the 
new loan is 4.058 per cent. 

In other words, the corporation termi- 
nated a loan of $943,496.85 for five years 
at 5.301 per cent effective cost and sub- 
stituted a loan of $993,496.85 for fifteen 
years at 4.058 per cent effective cost, the 
$50,000 difference being represented by 
$50,000 net new cash borrowed. 


EXAMPLE 9 


No new principles are involved. Original 
loan $900,000 evidenced by ten-year 
4 per cent note for $1,000,000, effective 
cost 5.301 per cent. At the end of five 
years corporation borrows $1,050,000 evi- 
denced by fifteen-year 3 per cent note 
for 1,000,000, the proceeds being used to 
retire the original loan at 105 per cent of 
face value. 

Proceeds of the new loan are $1,050,000, 
identical with $1,050,000 cost of retiring 
old loan. Therefore the amortized value 
of the original loan remains on the books 
as $943,496.85 but now is described as 
evidenced by $1,000,000 three per cent 
notes due in fifteen years, having an 
effective cost of 3.487 per cent. 

I submit that the facts of each situation 
are as described and interpreted above. 
I submit that some day practice will 
recognize these facts and account in terms 
of these facts. 

Commissioner Healy likes the idea of 
having accounting practice follow tax 
regulations, but this would condemn the 
accountant many times to inadequacy of 
treatment. When I buy a bond for 80 
due in forty years, only my coupons are 
taxable income; my twenty points dis- 
count is not income until forty years 
hence, then as a capital gain it only counts 
half, is taxed at a different rate, etc., etc. 
A tax system almost inevitably must be 


rough and ready, far more so than ap 
adequate accounting system. To follow 
tax procedure is no excuse for bad ag. 
counting. Perhaps even a tax system wil] 
catch up with proper accounting practice, 

One other ghost deserves to be laid, 
In avoiding the issue on the question of 
the “nominal” nature of “principal” and 
“interest,” Accounting Research Bulletin 
No. 2, Appendix B, questions the validity 
of the concept, citing in a footnote a 
reference to a book The Movements of 
Interest Rates, Bond Yields and Stock 
Prices in the United States since 1856, by 
Frederick R. Macaulay.’ Mr. Macaulay 
summarizes his view thus: “For many 
economic purposes the ‘yield’ of a bond 
must be considered as an average of various 
rates of interest used during successive 
future periods.” He examples a serial bond 
issue of a municipality. The one-year 
maturity sold to yield 3.50 per cent (this 
was in 1930), whereas the two-year 
maturity sold to yield 4 per cent. There- 
fore the two-year maturity didn’t cost 
4 per cent at all, but should have cost 
3.50 per cent the first year and 4.524 per 
cent the second year (i.e., since all bonds 
could have been issued as one-year bonds 
to cost 3.50 per cent, then obviously the 


second year cost 4.524 per cent; and 4 per | 


cent is only an average). 
A borrower usually has some reason 


- for fixing the due dates of a bond issue: 


either it will set a term during which it is 
sure to need the money, or the term is 
related to the life of an asset, or is a term 
at the end of which it thinks it can get 
better rates, or any combination of 4 
thousand potential reasons of corporate 
policy. But when the money is borrowed 
for two years at 4 per cent the money costs 
4 per cent and not some other collection 
of rates, nonexistent in fact, which might 


1 New York: National Bureau of Economic Research, 
1938. 
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have been if the money had been borrowed 
for some other term. 

This argument does not concern itself 
with whether an actual serial issue, for 
purposes of determining the effective 
rate, should be considered as a single unit, 
or whether each maturity should be 
considered separately—but it does say 
that a loan of any given maturity is to be 
considered at its actual effective cost 
rate, and not at what such a rate might 
have been if the term had been something 
else. 

The future looks bright for the account- 
ant who desires to handle bond accounting 
correctly, regardless of tradition. The 
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Supreme Court understandingly will not 
read an “esoteric concept’” of interest 
into the minds of innocent legislators, 
but with the growth of commissions 
equipped with technical experts whose 
conclusions form the basis of legislation, 
the courts will not see an “esoteric con- 
cept” but rather an enlightened approach. 
Dealing with an effective interest rate will 
always distinguish bond accounting as 
being an enlightened contemporary ap- 
proach to a practical problem. 


2 See “The Courts and the Theory of ag or 
— W. Snyder, Journal of Accountancy, April, 1940, 
p. 269. 


SHAKESPEARE AND ACCOUNTING 


ROBERT T. PRITCHARD 


said that no one should be allowed 

to write about Shakespeare with- 
out a license. I would be tempted to go 
further than that and omit the last three 
words. But perhaps a professional ac- 
countant has the right to inquire whether 
Shakespeare wrote about accounting, and 
if he did, to ask whether he knew about 
what he was writing? 

Shakespeare had no exalted opinion 
of accountants. In “Othello” 1, i, he has 
Iago refer to his rival Cassio as ““—debitor 
and creditor; this counter-caster.” The 
Booklovers Edition explains the expres- 
sion thus: ‘‘Debitor and Creditor; a mere 
accountant, a keeper of debit and credit; 
counter-caster in allusion to the counters 
formerly used in reckoning accounts. Used 
contemptuously.” Accountants may find 
what comfort they may in the knowledge 
that Shakespeare put more evil into the 
mind and actions of Iago than into any 
other of his villains. 

What are we to make of the words used 
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in “Hamlet” ITI, iii, “ . . . how his audit 
stands who knows save heaven?” The 
ghost of his father has just informed 
Hamlet that he was murdered in his sleep. 
Hamlet soliloquizes about the soul of his 
father having been thus launched into eter- 
nity without the opportunity of prepara- 
tion and speaks in this manner of his fears 
when the “audit” or accounting of the 
father’s life is required. 

The word “audit” is used several times 


_ in the plays and sonnets. There is an in- 


teresting use of the word also by a 
contemporary of Shakespeare, Anthony 
Browne, Viscount Montague. He suc- 
ceeded to his estates at an early age and 
when he was twenty-one wrote a ““Booke 
of Orders and Rules” for the guidance of 
his many servants and retainers which he 
ordered read aloud to them once each year 
“about the audit time.” Mr. St. Clare 
Byrne points out interestingly a possible 
connection between Shakespeare and this 
document. Henry Wriothesley, third Earl 
of Southampton, was a first cousin of the 
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young Viscount and as they were the same 
age and lived near each other it is likely 
they spent considerable time in each 
other’s company. Wriothesley was a patron 
of Shakespeare; the poems “Venus and 
Adonis” and “Lucrece” were dedicated to 
him and probably he was also the “be- 
loved youth” of the “Sonnets.” Shake- 
speare may have seen the “Booke”; at 
least it can be inferred from his creation of 
such characters as Malvolio in “Twelfth 
Night” that he was familiar with the inner 
workings of large households. 

Semantics has created considerable 
change in the meaning of the word 
“audit,” which in Elizabeth’s time stuck 
close to the Latin root, “auditus,” a hear- 
ing. It was therefore an oral report, an ac- 
counting if you will, by a servant to the 
master. It had by no means reached its 
modern connotation of an independent 
check-up by a third party. 

The state of accounting records in the 
Elizabethan era can safely be said to have 
been crude, for lack of a stronger term. 
That Shakespeare came into contact with 
them can hardly be doubted. His long 
career in London found him able to retire 
to Stratford at a comparatively early age 
with a fortune that at the time was con- 
sidered large. He had been a member of a 
company of actors which was licensed as 
the “King’s Men” and was the leading and 
probably the most prosperous group of the 
period. He was a part owner in a species of 
partnership which owned its own theater, 
the Globe, and leased another, the Black- 
friars. The Globe had no roof, whereas the 
Blackfriars was fully enclosed; thus the 
King’s Men had facilities for playing in all 
seasons. Entry to the enclosure required 
payment to the “gatherer.” Presumably 
the owners did all in their power to insure 
that all receipts were accounted for; there 
is some evidence that a good “gatherer” 
was well provided for. It is safe to assume 
that there were no serially numbered 
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tickets to keep him honest. Inside was the 
pit, so called because the theaters were 
also used for bear-baiting. If one had the 
price, there were the more exclusive gal- 
leries, but here was another “gatherer’ 
who extracted the additional price. After 
the performance the receipts were divided 
among those entitled to them. If the thea- 
ter was leased it was the custom for the 
owner to take fifty per cent of the receipts 
at the galleries as his rent. Thus the need 
for financial records was kept at a mini- 
mum. The partnership had assets of great 
value, however, including not only the 
playhouse but the wardrobe and, most 
precious of all, the manuscripts of the 
plays themselves, which generally had 
been bought outright from the author, 
There are records of transfers of ownership 
of shares in these partnerships for consid- 
erable sums of money. The King’s Men 
could not have been expected to anticipate 
that the Shakespeare manuscripts, had 
they been saved, would have had a fabu- 
lous value or that saving them would avoid 
much controversy and labor in later 
years. 

There has come down to us a specimen 
of the accounting records of the period in 
almost perfect condition. A series of for- 
tuitous circumstances saved it from the 
fate that befell so many Elizabethan man- 
uscripts. It is known as the Henslowe 
Diary, but accountants of the older genera- 
tion will recognize it as a “day book.” 
Henslowe was one of those whose path in 
life led him to the broad highway of Shake- 
speariana. But for the fact that the diary 
has proved of great value to the student of 
Elizabethan literature Henslowe would 
have remained in deep obscurity. Of hum- 
ble origin, he acquired wealth by marrying 
his master’s widow. With the means thus 
at his command he became pawnbroker, 
money-lender, financier to playwrights, 
and is suspected of peonage and worse. He 
built a large theater in partnership with 
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his step-daughter’s husband, the great 
tragedian, Edward Allyn, who by the for- 
tune he amassed founded and endowed 
Dulwich College. Henslowe had no money 
transactions with Shakespeare but he re- 
cords that many of the plays in the canon 
were acted in his theater. 

The diary records a great variety of 
transactions. Henslowe entered loans as 
they were made and on occasion had the 
debtor acknowledge them. Sometimes 
these were repaid in weekly instalments 
which show amazing promptness in pay- 
ment suggesting that some control was ex- 
ercised. There are lists of the expenditures 
for erecting the new theater and rent rolls 
of his properties; and interlarded through- 
out are prescriptions for the ague, the pes- 
tilence, wind on the stomach, etc., and 
even astrological formulae. The great in- 
terest for students, however, lies in the 
long lists of plays acted at the theater with 
a statement of what are presumed to be 
the receipts from each. Piously the lists 
begin with the heading, “In the name of 
God, amen,” an invocation for the prosper- 
ity of the season. Spelling is purely pho- 
netic and the money entries are mostly in 
Roman numerals. (As a mild exercise for 
the junior accountant I recommend adding 
along column of receipts of English cur- 
tency written in Roman numerals. Hen- 
slowe managed it somehow.) At one point, 
however, he used two columns of Arabic 
numerals. The significance of the amounts 
is not certain, but the extra column might 
have some relation to the gallery receipts 
in which the landlord had an interest. This 
is the first use, so far as I am aware, of a 
columnar cash book. 

One cannot read much about the Eliza- 
bethan stage without coming into contact 
with the “book-keeper.” Semantics has 
really been at work here, for in those re- 
mote days it meant the keeper of the book, 
that is the “play.” To appreciate the im- 
portance of this gentleman it should be 
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remembered that the company of actors 
bought and owned outright the manu- 
scripts of the plays they acted, and a suc- 
cessful play was a very valuable piece of 
property. The “book-keeper” acted also as 
prompter, and it is known that he inter- 
polated his own amendments at times, thus 
adding his share to the seemingly endless 
speculation on interpretations. 

Shakespeare has been suspected of 
money-lending, but he found his principal 
outlet for surplus funds in the purchase of 
land principally in and around his birth- 
place, Stratford. He owned some gold and 
silver plate and secured income by the pur- 
chase of tithes. He is reported by one source 
to have spent £1,000 per year, an income 
of fabulous dimensions for the period, but 
this is seriously questioned. The most we 
can say of him is that his will and other 
evidence prove him to have had consider- 
able wealth and that, greatest of poets as 
he was, he was salso shrewd in matters of 
money. He thus ran contrary to the popu- 
lar conception of those who are engaged in 
aesthetic pursuits, a fact the more remark- 
able when we stop to remember how in- 
tensely he must have worked during his 
productive years. 

It follows without saying that the office 
of Elizabeth’s days was primitive. A good 
description of the office methods of George 
Heriot in London at the time may be found 
in Scott’s “Fortunes of Nigel.’ Heriot 
amassed a large fortune which he devoted 
to worthy purposes in the founding of 
Heriot Hospital in Edinburgh. Like Ed- 
ward Allyn, he perpetuated his name in a 
substantial manner. The office reception- 
ist was likely to be an active young man 
armed with at least a stout staff and more 
probably with the usual length of good 
steel. Entrance to the inner office was no 
simple procedure but one fraught with 
some danger. The modern type of sales- 
man would have starved within the week. 
Heriot’s “records” for the most part con- 
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sisted of the collateral for loans and it may 
be assumed that it was devoutly hoped the 
loan would not be paid, the pledge being of 
considerably greater value. 

Stenography was an established art in 
Shakespeare’s time, certainly by 1608. It 
will be remembered that Pepys used cryp- 
tic symbols in writing the “Diary” os- 
tensibly to save it from prying eyes, par- 
ticularly those of Madam Pepys, whose 
peace of mind could easily have been dis- 
turbed by the reading. An early reference 
to the art is to be found in the writings of 
Thomas Heywood, himself a playwright 
who wrote in 1632, “Some by stenography 
drew the plot; put it in print: (Scarce one 
word trew).” The cynic who would make 
comparisons between the present time and 
three hundred years ago should not be per- 
mitted an audience. 

During Shakespeare’s lifetime a number 


of his plays were published in quarto ing 
very corrupt form. Since these were not 
authorized by the poet and since the manu- 
scripts were zealously guarded, it is sur- 
mised that the text was obtained by 
“stenographers” during the performances 
of the plays. As with many surmises about 
the period, there has been a doubt cast on 
so simple an answer to the question. It 
could be correct and it is certain that some 
of the quartos are now known as “bad,” 
that is, they were not obtained from manu- 
scripts. 

Some day a great lyricist may arrive 
who will fittingly extol the beauties of the 
accounting profession. But I have to re- 
port most regretfully that if Shakespeare 
knew anything of or about the profession 
he was unwilling to make it the subject of 
poetic utterance. 


I. THE CLASSIFICATION AND CONTROL 
OF NAVY EXPENDITURES 


W. K. PIreRPONT 


in the United States Government” 

in the AccounTING REview for 
January, 1945, explained the general 
features of expenditure control in the 
Federal government. But, as the author 
pointed out, no attempt was made there 
to bring out many of the detailed pro- 
cedures underlying the general features of 
expenditure control in a Federal depart- 
ment, details concerning the over-all ex- 
penditure classifications by appropriations, 
by objects, and by purposes or expendi- 
ture accounts; the departmental classifica- 
tion and control of expenditures; and the 
field classification and control of ex- 
penditures at a government station. Here 
is the intention to describe some of 


T= ARTICLE “Expenditure Controls 


these detailed accounting procedures, pat- 
ticularly those in effect in classifying and 
controlling expenditures in the Navy 
Department in general and the Navy's 
Bureau of Ordnance in particular. 

During the last two years, the Navy 
Department has been studying various 
phases of its accounting procedures with 
the intention of revising these procedures 
wherever it seemed appropriate. Asa result 
of this study certain revisions in account- 
ing for the expenditures of the Navy 
Department were placed in effect as of 
July 1, 1945. No attempt will be made here 
to compare to any extent the old and the 
new procedures for expenditure account- 
ing, but the procedures in effect since 


July 1, 1945, will be described. However, | 
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mention may be made of the following 
proad changes which have been effected 
to modernize accounting for expenditures 
in the Navy Department: 

(1) A change has been made from a 
combination alphabetical-numerical ex- 
penditure code to a completely numerical 
code. This change will provide for more 
flexibility and expansion in the accounts 
than existed in the previous code and will 
make possible the full use of tabulating 
equipment in preparing reports of ex- 
penditures by account classifications. 

(2) A change has been made in the 
major series of expenditure accounts to 
clean up or eliminate accounts which were 
originally intended for one use only but 
which over the years have been charged 
with dissimilar expenditures because of 
changes in Navy Department operations 
and because of limitations in the previous 
code. In this change a new major series of 
accounts is provided for ordnance material 
and for aircraft material. 

(3) A revision has been effected in the 
expenditure account classifications for 
yards and stations and for bureau pur- 
chases of material. This change will 
provide better information for budget and 
cost control purposes than was available 
previously. 

(4) An expenditure classification has 
been created which provides directly an 
analysis of expenditures by purpose or 
major functions of the Navy to meet the 
requirements of Budget-Treasury Regula- 
tion No. 1, Revised, for this kind of 
information. Previously this requirement 
was met by special analyses in each 
bureau or office of the Navy Department. 

(5) A change has been introduced in the 
feports rendered by yards and stations 
to permit more prompt processing of 
these reports in the Bureau of Supplies 
and Accounts. This change, together with 
the change in the major series account 
Classifications, will make possible the 
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preparation of more current reports for 
the Navy Department as a whole than 
could be prepared previously. 

It should be pointed out in the beginning 
that the expenditures of a Federal depart- 
ment are subject to various controls 
outside the department itself. Such con- 
trols include those over the accounting 
classifications used to report money ex- 
pended, as well as the usual control over 
the amount of money expended. Exclusive 
of the General Accounting Office, which 
is essentially an organization to audit 
expenditures of the Federal government, 
the principal extra-agency controls for 
expenditures of the Navy Department 
arise from Congress and from the Bureau 
of the Budget. The control by Congress 
is effected by legislative appropriations 
and is made effective by the Treasury 
Department’s requiring from the various 
Federal departments monthly reports on 
the status of appropriations.’ The control 
by the Bureau of the Budget is exercised 
at a level below the appropriation level 
and is made effective through the require- 
ment of appropriation analyses by objects 
or purposes, or both. 

Since the control of expenditures au- 
thorized by appropriations requires a 
classification of expenditures by appro- 
priations, the first basic type of classifica- 
tion of expenditures in the Navy is a 
classification by appropriations. This clas- 
sification is necessary for all expenditures 
made by a Navy bureau or office or a 
naval station. For the purpose of this 
article, the discussion of the classification 
of expenditures by appropriations is broken 
down into three parts: the classification as 
it pertains to the entire Navy Depart- 
ment; the classification as it affects in- 
ternal accounting procedures in the Bu- 
reau of Ordnance; and the classification 


( 1 Budget-Treasury Regulation No. 1, Revised, page 
v). 
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as it affects internal accounting pro- 
cedures at a naval station. 

The detailed control of expenditures 
below the appropriation level is obtained 
through a classification of expenditures 
by Bureau of the Budget objects and by 
Navy Department purposes or expendi- 
ture accounts. As stated in Budget- 
Treasury Regulation No. 1, Revised, the 
object classification provides an “analysis 
of obligations and expenditures according 
to the types of services, articles, or other 
items involved, e.g., personal services, 
supplies and materials, and equipment, as 
distinguished from the purposes for which 
such obligations are incurred.’* Also as 
stated in the same Regulation, a purpose 
classification provides an “analysis of 
obligations and expenditures, according 
to function, activity, project, or other 
program subdivision.’ 

In addition to the three basic types of 
expenditure classifications, the various 
bureaus and offices of the Navy Depart- 
ment have prescribed certain obligation 
and expenditure classification procedures 
for purposes of internal control of the 
moneys appropriated by Congress for 
their use. These procedures are essentially 
a continuation or extension in detail of 
the appropriation classification and should 
be so considered even though discussed as 
a separate topic. And last, naval stations 
follow certain prescribed procedures in 
classifying expenditures in order that the 
requirements for the basic classifications 
are met whenever expenditures are made 
at the stations. Certain of the station 
procedures are a further extension of the 
appropriation classification and should be 
considered as a part of the classification 
of expenditures by appropriations. 

Accordingly, the classification and con- 
trol of expenditures in the Navy Depart- 
ment, after the authority to spend money 
has been received from Congress in ap- 


2 Tbid., page 2. 


propriation acts, may be considered under 
the following topics: (1) expenditure 
classification by appropriations, (2) ex 


penditure classification by objects, (3) 


expenditure classification by purposes or, 
in Navy terms, by expenditure account, 


(4) expenditure classification in the bu. 


reaus of the Navy Department, and 
(5S) expenditure classification at Navy 
yards and stations. 


EXPENDITURE CLASSIFICATION 
BY APPROPRIATIONS 


The money necessary to pay for the 
operations of the Navy Department is 
obtained from Congress in appropriation 
acts which, in the case of the Navy, are 
authorizations directly to the individual 
bureaus and offices of the department to 
make payments out of the Treasury for 
specified purposes within a prescribed 
amount. The appropriations contained in 
these acts are based on estimates of the 
Navy’s financial requirements for the 
period of time covered by the acts and may 
establish a period for incurring obligations 


of one year, called annual appropriations, | 


or a period of more than one year, called 


multiple-year or continuing appropria- | 


tions. Annual appropriations authorize 
payments primarily for the operation and 
maintenance of the naval establishment, 
whereas multiple-year and continuing 
appropriations authorize payments pri- 
marily for new ship construction or other 
naval work which often extends for longer 
than a twelve-month period. 

The number of appropriations and sub- 
heads thereto involved in classifying the 
expenditures of the Navy Department by 
appropriations for a period of one yeat 
may be indicated by the following table 
from the Appropriation Bulletin for the 


Fiscal Year—Navy Appropriations and’ 


Subheads. From the point of view of 
accounting for expenditures by appro- 
priations, a subhead to an appropriation 
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ctically establishes a second appropria- 


(ion, in that all expenditures under the 


appropriation must be identified with the 


B\) proper subhead also. A subhead to an 


| appropriation may be used to limit the 
amount of money, for example, which 
may be spent for new airplanes as against 
the amount of money which may be spent 
to maintain existing airplanes. The Ap- 
propriation Bulletin for the Navy Depart- 
ment lists appropriations for a three-year 
period but the table below omits those 
appropriations which are for the same 
purpose except for the fiscal year involved. 


Taste I 
Navy APPROPRIATIONS FOR Frscat 1945 

of Sepa- 

rate Appropria- 

Purpose of Appropriation tions: and 
heads 
1 Salaries 19 
2 Secretary’s Office 25 
3 Bureau of Naval Personnel 48: 
4 Hydrographic Office 4 
5 Bureau of Ships 10 
6 Bureau of Ordnance 5 
7 Bureau of Supplies and Accounts 48 
8 Bureau of Medicine and Surgery 4 
9 Bureau of Yards and Docks 12 


Bureau of Aeronautics 
11 Marine Corps 6 


12 Miscellaneous 13 
13 Trust Funds 12 
14 Special Funds 8 
15 Coast Guard 37 
16 Defense Aid 101* 
17 Other Department Appropriations 
Transferred to Navy 32 
18 Special Deposits 3 
400 


* The large number of Defense Aid appropriations is 
caused by a “Purpose Symbol” in the appropriation 
number to indicate the nature of the material or service 
rendered foreign countries. 

Although appropriations are granted 
directly to the individual bureaus and 
offices of the Navy Department for 
administration, Article 1860 of the Navy 
Regulations provides that the Bureau of 
Supplies and Accounts shall be responsible 
for keeping the money and property 
accounts of the Navy and for reporting 
annually to Congress the inventory of 
supplies on hand at the beginning and end 
of the year and the purchases and ex- 
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penditures of supplies throughout the 
year. To discharge its responsibilities with 
respect to the keeping of the money ac- 
counts of the Navy—in other words, the 
authorizations provided by appropria- 
tions—the Bureau of Supplies and Ac- 
counts maintains an appropriation ledger 
which shows the status of all appropria- 
tions at the end of each month and 
prescribes certain general and detailed 
procedures to be followed by the various 
bureaus, offices, and naval stations in 
accounting for their expenditures accord- 
ing to appropriations. 

The general procedure prescribed by the 
Bureau of Supplies and Accounts for 
classifying expenditures by source of 
money requires that all accounting papers, 
accounting reports or returns, requisitions, 
contracts, disbursing vouchers, and all 


- other accounting documents which report 


the obligation or expenditure of money by 
a bureau or office must show the source 
of the money to cover the expenditure by 
indicating on such documents the proper 
appropriation symbols or notations. In 
this way, the Bureau of Supplies and 
Accounts and the individual bureaus and 
offices are able to classify all transactions 
under the proper appropriation headings. 
This symbol or notation may be noted on 
the Materials Summary, used by Navy 
stations to report expenditures for mate- 
rial by appropriation, and on the Analysis 
of Materials Summary by Expenditure 
Classifications, used by Navy stations to 
report expenditures for material by project 
order or allotment, expenditure account, 
and object classification, samples of which 
reports are shown on succeeding pages. 


Expenditures for Labor. 


The appropriations chargeable for labor 
expenditures are established at the time 
labor costs are incurred. The depart- 
mental payrolls for the various bureaus 
and offices in the Navy Department in 
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Washington, as distinguished from the 
payrolls at field stations, are assigned to 
appropriations on a more or less per- 
manent basis, depending upon the origi- 
nating bureau or office, the nature of the 
work of the bureau, and other considera- 
tions.* These payrolls are summarized 
and reported to the Bureau of Supplies 
and Accounts and the interested bureaus 
on a Schedule of Disbursements which 
shows the appropriations chargeable for 
the payrolls reported. 

At naval yards and stations, the pro- 
cedure is much the same as in the depart- 
mental bureaus and offices. In the case 
of expenditures chargeable to a project 
order granted by the Bureau of Ordnance 
to an Ordnance station authorizing ex- 
penditures for the loading and assembling 
of 5” projectiles, the project order makes 
reference to one or more specific appro- 
priations in order that expenditures charge- 
able to the project order are also charge- 
able to the proper appropriations. Ac- 
cordingly, expenditures for labor on the 
project order are direct charges to an 
appropriation and as such are reported 
on a Labor Roll Summary as a charge to 
an appropriation in the same manner that 
expenditures for material under the proj- 
ect order are reported on a Materials 
Summary.‘ In the case of an allotment 
granted by the Bureau of Ordnance to a 
station to finance current station main- 
tenance and operation, the same pro- 
cedure as that in effect for project order 
labor costs is followed. Expenditures 
chargeable to the allotment are also 
chargeable to the appropriation under 


’ For example, Ordnance inspection costs have been 
prorated between the shipbuilding appropriations which 
provide for ordnance expenditures and the annual 
Ordnance and Ordnance Stores appropriations on the 
basis of the relative amounts of expenditures under the 
appropriations. 

In contrast to the monthly Materials Summary, a 
Labor Roll Summary is prepared twice each month, one 
for labor earned and paid during the month, one for 
labor earned but paid in the following month. 


which the allotment is granted and are 
reported on the Labor Roll Summary, 


Expenditures for Material. 


Whereas the situation described above 
for labor costs is very simple in that 
the expenditures for labor are chargeable 
to final appropriations at the time labor 
costs are incurred, it is otherwise in the 
case of material, since the exact use for 
which material is obtained is often not 
known at the time of purchase. This is 
especially true of standard stock or com- 
mon materials. Paint, for example, may 
be used for painting projectiles or build- 
ings, the costs for which may be charge- 
able to different appropriations or sub- 
heads thereto. For this reason, accounting 
for material purchases and charges from 
the point of view of classifying expendi- 
tures for material by appropriations re- 
quires a more extended treatment than 
does accounting for expenditures for 
labor. 

The Bureau of Supplies and Accounts 
has prescribed several stores or inventory 
accounts to be charged for material 
purchases. These stores accounts are 
known as:* 

(1) Naval Stock Account 

(2) Appropriation Purchases Account 

(3) Clothing and Small Stores Account 

(4) Ships Material Account 

(5) Naval Procurement Account 

(6) Medical Stores Account 
The Naval Stock Account and the Cloth 
ing and Small Stores Account are of the 
same nature, accounts which hold e 
penditures for material purchases until the 
issue of such material indicates the proper 
final appropriation charges; the Appro 
priation Purchases Account, the Ships 
Material Account, and the Medical Stores 
Account are also of a similar nature; and 
the Naval Procurement Account is 4 
special account of limited use at present. 

The Naval Stock Account, financed by 
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asum of money called the Naval Stock 
Fund which was established by Congress 
specifically to finance purchases under 
the Naval Stock Account, is primarily the 
Navy’s inventory account for material 
used by two or more bureaus and is 
charged mainly for standard or common 
materials, equipment, or supplies. The 
purpose of this account is to hold the 
charge for the purchase or manufacture 
of such items temporarily until the use 
of such common material provides infor- 
mation to make a final charge to an ap- 
propriation. Both purchases of material 
by the bureaus directly and the purchase 
or manufacture of material at naval 
stations are charged to the Naval Stock 
Account. The accounting procedure in the 
purchase of standard items is to charge 
the Naval Stock Account at the time of 
receipt of the material and carry the 
material in this account until a stub 
requisition or invoice is prepared to 
requisition the material for final use and a 
fnal charge to an appropriation. These 
stubs or invoices indicate the proper final 
appropriation to be charged, either di- 
rectly on the stub or invoice or by in- 
dicating a project order or allotment 
written under an appropriation, and are 
used to prepare the Materials Summary 
report monthly. 

The Clothing and Small Stores Account, 
in contrast to the Naval Stock Account 
which holds charges for all kinds of mate- 
rial, has been established to hold charges 
temporarily for the purchase or manufac- 
ture of wearing apparel and small personal 
items maintained in stock for naval per- 
sonnel use. Charges to this account arise 
out of material purchases and issues from 
other stores accounts and from payrolls 
at plants which manufacture naval cloth- 
ing and small stores. Credits to this ac- 
count arise from receipts from sales of 
clothing and small stores and from charges 
to final appropriations for such items when 


they are issued without cost to naval per- 
sonnel. 

The Appropriation Purchases Account 
is not an inventory account in the usual 
sense but is an account established for all 
charges for stores procured or manufac- 
tured directly under an appropriation and 
charged finally to the appropriation at the 
time of purchase or manufacture. Such 
charges arise in the case of technical 
ordnance material purchased for stores, 
such as guns and ammunition, because 
the proper appropriation is either the 
annual appropriation for ordnance or the 
shipbuilding appropriation which provides 
for ordnance expenditures, or in the case 
of technical aircraft material purchased 
for stores, such as propellers and engines, 
which is chargeable to an appropriation 
of the Bureau of Aeronautics. Upon issue 
of material from this stores account for 
use on project orders or for use by the 
fleet, no appropriation charge is made. 

The Ships Material Account is charged 
with the cost of materials which are not 
definitely chargeable to a specific ship at 
the time of purchase but which may be 
used in the construction of various ships 
authorized under different appropriations. 
At the time of purchase, the material is 
charged to one of two final appropriations, 
but, in contrast to the procedure under 
the Appropriation Purchases Account, 
at the time of use project orders are 
charged for the materiai used for the work 
done under the project orders. Since 
charges to project orders also result in 
charges to appropriations, a credit is made 
to the same appropriation at the same 
time to prevent a second appropriation 
charge for the material. The project order 
charge will result in distributing material 
charged to the Ships Material Account 
to the project order and expenditure 
account for which it is used. 

The Medical Stores Account has been 
established as an inventory account for 
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medical materials of all kinds and is 
handled in the same manner as the Ships 
Material Account. 

The Naval Procurement Account is a 
special account which has been estab- 
lished to provide a financing procedure 
for situations in which the usual pro- 
cedures are not workable. When expendi- 
tures are to be charged to the Naval 
Procurement Account, advances are made 
from the appropriations chargeable for 
such expenditures to a Naval Procure- 
ment Fund from which the money is 
expended to cover charges to this Account. 


Determinate and Indeterminate Expendi- 
tures. 


From the point of view of classifying 
expenditures by appropriations, charges 
for expenditures in the Navy previous to 
July 1, 1945, were considered as “‘deter- 
minate” or direct appropriation charges 
or “indeterminate” or indirect appropria- 
tion charges. Although not clear-cut in all 
cases, the distinction between determinate 
and indeterminate charges rested pri- 
marily on the possibility of charging labor 
and material at the time of use directly 
and finally to a specific appropriation. 
At a Navy yard, for example, where work 
for various bureaus was undertaken under 
separate and distinct appropriations, labor 
and material used directly on a job order 
were determinate charges to the job 
order and appropriation under which 
issued. The general expenses of administra- 
tion, transportation, furnishing of power, 
and other activities of an overhead nature 
were considered indeterminate appropria- 
tion expenses and charged to job orders 
and appropriations by means of an in- 
determinate appropriation overhead rate. 

Under the revised procedures placed in 
effect July 1, 1945, no regular provision 
has been made for indeterminate ap- 
propriation charges.’ All expenditures for 


5 For cost control purposes, at certain Navy stations 


the various overhead activities are charged 
directly to a specific appropriation or 
appropriations of one of the bureaus, 
presumably the bureau having the largest 
interest in the particular activity or the 
particular yard or station.°® 

The requirement for the classification 
of expenditures by appropriations is es 
sentially a Congressional control over the 
expenditure of public moneys by the 
Navy Department. In some instances at 
the present time, as in the case of the 
annual appropriation granted to the 
Bureau of Ordnance for “Ordnance and 
Ordnance Stores,” the control, to be sure, 
is general.’ Nevertheless, making money 
available in the manner of appropriations 
and requiring expenditure classifications 
by appropriations is the Congressional 


an overhead rate is established for the indirect cost of 
job orders and applied to all work done under job 
orders to show the total cost of work accomplished, 
This overhead distribution, however, is restricted to 
the assignment of overhead to job orders and is not 
extended to the assignment of overhead to appropria- 
tions. 

6 Temporarily, although the expanded shipbuilding 
program results in an unusual amount of expenditures 
at Navy yards, a provision has been established to make 
appropriation ee between the annual appro- 
priations chargeable for regular maintenance and opera- 
tion work of the yards and the appropriations charge- 
able for new ship construction. These adjustments are 
made by the use of an appropriation adjustment rate 
which is established on the basis of direct labor cost 
charged to the various job orders under the separate 
appropriations. 

7 The ropriation for Ordnance and Ordnance 
Stores (1946) may be spent “for developing, procuring, 
producing, preserving, and handling ordnance supplies, 
material, and equipment for naval purposes; for essen- 
tial equipment, facilities, machine tools, including re- 
placements, and services at naval or private establish- 
ments to expedite the production of ordnance n-aterial; 
minor improvements trot to exceed $20,000 upon any 
building project of a permanent character), mainte- 
nance, operation, and othe a 
ordnance shore activities; technical books and period- 
icals; maintenance, repair, and operation of motor- 
propelled and other freight and passenger-carrying 
vehicles at such activities; target practice; payment on 
a strictly part-time or intermittent employment basis in 
the District of Columbia, or elsewhere, solely uader the 
Bureau of Ordnance, of such scientists and technicists 
as may be contracted for by the Secretary in his dis- 
cretion at a rate of pay not exceeding $25 per diem for 
any person so employed, and for care and operation 
schools at four ordnance stations;” (Public Law 62— 
79th Congress). 
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ed method of controlling expenditures in a expenditures. Granted that a certain 


or broad manner, for example, ordnance classification of expenditures is necessary 
us. stores as against aviation stores. for the internal administration of a naval 
Bi Further, the use of subheads in ap- bureau or department as well as for budget 
he propriations is a means adopted by Con- purposes, the use of this same expenditure 

gress to refine its control by the appro- account classification to accomplish also 
on priation scheme. For example, the annual a control of expenditures for Congressional 
es. appropriation for the Bureau of Aeronau- ptrposes would eliminate part of the 
he tics, previous to the fiscal year 1946, has expenditure classifications now required. 
he been a lump-sum appropriation for a That is, there is much to be said for 
at specific amount without restrictions as considering Navy money after it has been 
‘he to the amount of money that could be appropriated for expenditure as emanating 
‘he spent for the various activities of the from a very limited number of appropria- 
nd Bureau, but the moneys appropriated for tion sources with specific limitations on 


re, the fiscal year 1946 were specifically stated expenditures deemed necessary stated in 

ey for and restricted to (1) new planes; (2) terms of the accounts by which expendi- 

Ons replacement of equipment; (3) main- tures are classified for administrative 

ons tenance, operation, and repair of air purposes. 

nal stations and air fleets; and (4) experi- If this idea is applied to the appropria- 
mental activities. That Congress may go tion restrictions contained in the 1946 


t of further in this respect in the case of naval appropriation act for the Bureau of 
ja appropriations is indicated by the follow- Aeronautics, these same restrictions may 
te ing quotations taken from the Congres- be stated in terms of the accounts charge- 
“ sional Record for April 18, 1945: able with expenditures made by the 


“This (the annual appropriation for the Bureau Bureau of Aeronautics. Expenditures: for 


ling of Ordnance) is a lump sum appropriation. In my the purchase * manufacture of new 
i judgment it should be divided into its three Planes, including equipage, are collected 
pro» component parts in order that the Congress may in one major expenditure account in the 
- keep a closer check on expenditures of the Bu- purpose classification series of accounts, 
a reau. It is my guess that the committee will di- the 31000 series; expenditures for the 
rate tect its attention toward that end during the act - 
oak fiscal year 1947.8 replacement of equipage are collected in 
rate “However, a day is fast approaching when One major expenditure account, the 32000 
ail your committee thinks it wise to cease making series; expenditures for the maintenance, 
ing, lump sum appropriations to the Bureau (Bureau operation, and repair of air stations and 
wards and Docks). air fleets are collected, in much more 
ch: Although the control of expenditures detail for Bureau of Aeronautics purposes 
rial; exercised by Congress through appro- than is required by the appropriation 
pr priations and various restrictions included estrictions, in four major expenditure 
aval therein represented by subheads is an accounts, the 33000, 34000, 35000, and 
ns established procedure in effect throughout 36000 series, and in the accounts for 
ying the Navy, it should be pointed out that ¢xPenditures at yards and stations, the 
a the control of expenditures for specific 40000 series; and only expenditures for 
“the purposes may be obtained in certain cases experimental activities of the Bureau of 
= through the use of accounts charged for Aeronautics are chargeable to the 46800 
for series of accounts. 

n of § Page 3570. 
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COLUMNAR REALIZATION AND 
LIQUIDATION STATEMENT 


G. H. NEWLOVE 


uidation account does not ade- 

quately present the affairs of a 
company under liquidation in bankruptcy 
or one being reorganized under a receiver, 
repeated attempts have been made to 
improve the reporting for such concerns. 
Some of these attempts have adapted the 
ordinary interim work sheet by inserting 
additional columns so that the trading 
transactions may be distinguished from 
the nontrading transactions.! The other 
method of attacking the problem adapts 
the principles of the articulation state- 
ment in that the money amounts involved 
are sorted into columns according to the 
types of transactions and sorted to lines 
according to the titles of the accounts 
affected. 

In 1918, Kester? utilized the articulation 
principle quite fully as to the assets taken 
over, liabilities assumed, and the disposi- 
tion of the assets and liabilities, but he 
placed the receiver’s trading transactions 
under the articulation section in what 
amounted to a Profit and Loss account. 
In 1933, Langer® increased the use of the 
articulation principle by inserting a New 
and Conversions column for the assets and 
an Incurred column for the liabilities. 
While acting as a consulting accountant 
for the United States Treasury Depart- 
ment in connection with the audit of 
bankrupt banks during the early thirties, 


a THE orthodox Realization and Liq- 


1 (1932) Dickerson, W. E., and Jones, J. W., Ohio 
C.P.A. Problems and Solutions (Problem 2, Nov., 1931); 
(1936) Gilman, S., 16 Certified Public Accountant 438; 
(1939) Kohler, E. L. ., Solutions to Advanced Accounting 
Problems, p. 316. 

3 Kester, R. B., Accounting Theory and Practice (Vol 
2), PP: 646-048. 

C. H., Advanced Accounting (Vol. 1), Lec- 
ture 25, p. 8 


Pratt* developed a statement which car. 
ried the articulation principle still further 
by placing “Dr.” and “Cr.” in the colum- 
nar headings, inserting two columns for 
Change in Character of Certain Assets and 
one for Cash Receipts and Disbursements, 
and inserting a Reference to Supporting 
Schedules column so that the debits and 
credits to a given account (shown ona 
single line in the columnar realization 
and liquidation statement) may be sup 
ported by a reference on the same line to 
the audit working papers. In 1942, 


Chamberlain® added a column for Assets 
and Liabilities Discovered by Receiver 
and one for Noncash Assets Applied 
against Liabilities. Also in 1942, Baumann 
added an Adjustments and Setoffs column 
and an Operations during Receivership 


column, and classified the accounts ac- 
cording to the principle that the assets 
minus the liabilities equals the deficiency 
to creditors. In 1945, Baumann’ classified 
both the assets and liabilities according 
to whether they existed at the start of the 
receivership or came into being after- 
ward, and fully developed the principle 
that all the receiver’s operating transac- 
tions should be recorded first as credit 
transactions and then the cash receipts 
and disbursements should be entered 
(purpose is to improve the way the cash 
items appear in the Cash Receipts and 
Payments column). 

The illustrative columnar realization 
and liquidation statement given herein 
attempts to combine the best features of 


4 Lester A. Pratt, C.P.A., Washington, D. C. (form 
unpublished). 

5 17 AccounTING REvrew, 410 

° 74 Journal of Accountancy, 370-371. 

779 Journal of Accountancy, 329. 
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those that have preceded it, and, by 
dassifying the accounts into the time- 
honored groups of Assets Taken Over, 
Assets Acquired, Liabilities to be Liqui- 
dated, Liabilities Incurred, Receiver’s 
Initial Equity, Supplementary Credits, 
and Supplementary Charges, to make 
the columnar realization and liquidation 
statement more intelligible to readers 
acquainted with the orthodox Realization 
and Liquidation account. 

Solution technique. The general rules for 
the preparation of columnar realization 
and liquidation statements are as follows: 

1. Classify transactions according to the 
columnar headings and determine whether 
the entries should be recorded as debit or 
credit according to the effect the transac- 
tions have in the accounts named on the 
lines. 

2. Record all cash collections as realiza- 
tions of assets and all cash disbursements 
as payments of liabilities. 

3. When assets are pledged, assume 
that the receiver pays the creditors and 
then sells the collateral if the company is 
not bankrupt, and that the collateral is 
sold by the creditors if the firm is bank- 
rupt. 

4. If a company is returned to the 
owners, valuation reserves should be 
shown as negative assets. If the firm is 
dissolved, the assets should be shown 
“net.” 

5. If there are no correction or appraisal 
adjustments, the first two columns on the 
left in the illustrative statement should be 
omitted. 

6. If reorganization transactions are 
missing as they are in the illustrative 
problem, Reorganization may be omitted 
from the columnar heading. If offset 
transactions are missing, omit Offsets 
from the columnar heading. If neither re- 
organization nor offset transactions occur, 
omit the column entirely (sale of collateral 


by secured creditors forces the use of the 
column). 

7. If there are reorganization transac- 
tions, care should be taken to keep the 
Receiver’s Initial Equity (or Deficit) 
intact. New investments by the owners 
should be set up under the caption Ad- 
ditional Capital. 

8. Close the accounts on the left as soon 
as practical so that the Supplementary 
Charges and Credits lines can be long 
enough to take ordinary account titles 
without doubling the titles back. 

The solution of problems involving 
columnar realization and liquidation state- 
ments may be expedited if the procedure 
is divided into the following steps and 
performed in the order listed: 

Step 1. Place columnar headings at the 
top of three sheets of working paper. 

Step 2. Enter in the Per Books column 
the Assets Taken Over on the first sheet, 
Liabilities to be Liquidated on the second 
sheet, and Receiver’s Initial Equity on the 
third sheet. 

Step 3. Record the appraisal made at 
the start of the receivership and carry the 
figures across to the third column from 
the left. 

Step 4. Record all cash collections as 
realization of assets and all cash disburse- 
ments as payments of liabilities. 

Step 5. Record all the operating trans- 
actions as credit transactions using the 
assets and liabilities set up in Step 2 and 
Step 4. 

Step 6. Record the setoffs and reorgani- 
zation adjustments authorized by the 
court. 

Step 7. Carry each account across the 
sheet and check for clerical accuracy 
(balances in the outside column on the 
right must be the balances that would 
have been computed if the debits and 
credits to each account were posted to a 
“T” ledger account). 
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Step 8. Add the Supplementary Credits 
and Supplementary Charges; determine 
the Loss or Gain on Trading by sub- 
tracting the total of the Supplementary 
Charges from the total of the Supplemen- 
tary Credits. 

Step 9. Algebraically add the Realiza- 
tion Profit and Loss column and carry the 
total to the outside column. 

Step 10. Enter on the bottom line of 
the third sheet either the Receiver’s 
Final Equity (firm not bankrupt) or 
Deficiency to Creditors (firm bankrupt); 
check for clerical accuracy as the amount 
so entered must equal the Total Assets 
minus the Total Liabilities and also the 
algebraic sum of all the subtotals on the 
third sheet, except Gain (or Loss) on 
Trading (omitted because Supplementary 
Charges and Credits are included). 


Illustrative problem. The columnar reaj- 
ization and liquidation statement given 
here uses the data in a problem in the 
American Institute examination® of No 
vember, 1944, except the securities in the 
original problem were held to be worthless 
by the receiver. In order to illustrate the 
use of the column for Corrections and 
Appraisal Adjustments, the statement 
below is prepared upon the assumption 
that the securities had been held to be 
worthless and written off the books by the 
company and had been valued by the 
appraiser at the start of the receivership, 
The problem as originally stated would 
have had $4,700 less Receiver’s Initial 
Equity and $4,700 less Loss on Realiza- 
tion. 


8 20 AccounTinG Review, 240-241; 79 Journal of 
Accountancy, 327-328. 


THE HUMAN SIDE OF AUDITING 


WILLIAM F. REVES 


NCE UPON A TIME I received a letter 
C) which read as follows: ‘‘Some audi- 

tors are very helpful and friendly 
when they come and I like to have them 
here. Others, when they come, think that 
the way to be helpful is to be mean, gruff 
and critical, and these I would like to help 
to the door with the toe of my shoe.”’ That 
thought, arriving shortly after I had en- 
tered upon a career as an auditor, was one 
of the most important I ever received. It 
served short notice that the most impor- 
tant characteristic of an auditor would be 
his ability to deal easily and tactfully with 
people. 

As an internal auditor I used to be regu- 
larly confronted with the greeting: ‘‘Here 
comes the infernal auditor.” Smile as I 
might, and recognize that the greeting was 
only a joke, I could never dislodge the 


belief that there was a lot more sincerity 
in the words than the speaker would have 
had me believe. With the passage of time, 
consequently, I have made a considerable 
effort to see that my dealings have been 
such as to draw the warmest of praise and 
the greatest of thanks from whoever might 
be criticized in the reports I rendered. 
After all, the human side of the auditor is 
remembered by the client or the persons 
affected long after the detail of the audit 
is forgotten. One may not be the best 
auditor in the world, but he can try to be 
the most helpful. And, if he makes a sin- 
cere effort in this direction, his friendliness 
and his helpfulness will endear him to the 
persons involved regardless of the nature 
of the report he renders. 

Evidence of this truth arose upon one 
occasion when my titles in an organization 
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were simultaneously ‘Assistant Account- 
ing Supervisor” and ‘Internal Auditor,” 
and a situation involving conflict in objec- 
tives arose. As auditor, it became my duty 
to render a report which in effect severely 
criticized the head of a department be- 
cause of deficiencies and_ irregularities 
existing within his organization. Almost 
immediately after the report had been sub- 
mitted, a separate situation arose within 
my own department in which it was im- 
perative that the help and favor of that 
same department head be secured. To a 
friend who knew the course of both events, 
I could not refrain from voicing my belief 
that the two jobs were in utter conflict 
and that eventually I would be compelled 
to sacrifice one duty so as to fulfill the 
other. The case did not work out as I ex- 
pected, however. Because of the depart- 
ment head’s objective evaluation of my 
duties, or because of his belief that I had 
acted in good faith, not as a critic or audi- 
tor, but rather as one whose aim was to 
be as valuable as possible in helping him 
locate and remedy the irregularities within 
his department, he became a fast friend 
and showed every desire to be of as much 
help in the solution of my problems as I 
had been in the solution of his. Such a dual 
capacity as I had certainly did not put 
me in an enviable position, but on the 
other hand it was not an impossible one. It 
simply presented more challenges. 

Dealing with people whose work is under 
review demands exactly those qualities 
which my friend pointed out in the letter: 
helpfulness and friendliness. If those two 
qualities are present, the work moves 
pleasantly and swiftly; requests for infor- 
mation or for access to records are quickly 
complied with; and when the work is done, 
everyone is pleased with the results. 

Elbert Hubbard wrote: “The typical 
auditor is a man past middle age, spare, 
wrinkled, intelligent, cold, passive, non- 
committal, with eyes like a codfish; 
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polite in contact but at the same time un- 
responsive, calm and damnably composed 
as a concrete post cr a plaster of Paris 
cast; a petrification with a heart of feld- 
spar and without charm of the friendly 
germ, minus bowels, passion, or a sense of 
humor. Happily they never reproduce and 
all of them finally go to Hell.” Aside from 
supplying a laugh, since the mere thought 
of such a character is somehow funny, 
even to an auditor, Elbert Hubbard, like 
my friend, has pointed indirectly at a 
number of characteristics which we as 
auditors should strive to develop. 

To prevent oneself from becoming a 
Hubbard character, care should be exer- 
cised to develop qualities of human kind- 
ness. If condensed into a single formula, no 
better expression of human relations could 
be developed for the auditor than the age- 
old Golden Rule: “Do unto others as you 
would have them do unto you.’’ In other 
words, visualize the manner in which you 
would like to be treated if you were the 
host of an auditor, and act accordingly. 

Hubbard lists several adjectives in his 
description, ‘‘cold, passive, unresponsive, 
damnably composed, heart of feldspar, 
minus bowels, minus passion, minus sense 
of humor,” which should be avoided, and 
the opposite of which may almost be 
summed up in a single word: friendliness. 
If the auditor is indeed friendly, in all the 
meaning of that word, he will at once 
eliminate the principal deficiencies to 
which Elbert Hubbard referred. He be- 
comes, using synonyms to which the word 
friendly leads: (1) amicable, meaning har- 
monious and kind; (2) cordial, implying 
warmth and sincerity of feelings and man- 
ner; (3) not hostile; and (4) propitious, or, 
that is, gracious and helpful. 

Success in developing an attitude of 
friendliness and helpfulness depends upon 
having in one’s make-up a deep sense of 
honesty. This virtue is fundamental in an 
auditor’s character, from the requirement 
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that statements and reports as presented 
must be wholly objective, impartial, and 
true. Statements and reports which are not 
wholly honest soon fall. This is an axiom 
many of us know from experience. When a 
client and his employees recognize that the 
auditor is fully honest, the barrier between 
them rapidly disappears. 

Victor Z. Brink wrote: “It is the first 
task of the auditor to... convince the 
employees that he is not a detective, that 
instead he is motivated by sincere objec- 
tives of helpful and constructive service.” 

The phrase “infernal auditor” suggests 
the attitude which exists in the minds of 
innumerable employees. Over the years 
too many auditors have thought that the 
way to be helpful was to be mean, gruff 
and critical. Criticism is so much easier 
than constructive suggestion, the pointing 
out of defects is so much easier than the 
describing of superior methods, and cut- 
ting remarks seem so much more satisfying 
than honest praise, that many of us in the 
past have contributed to the belief among 
employees that auditors were bent upon 
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infernal missions. Hubbard was not draw. 
ing a picture wholly lacking a basis in fact, 
The impression some auditors create, like 
racy gossip, gets around, and Hubbard 
described succinctly the impressions he 
had heard or experienced. 

In reality it is a “first task of the auditor 
to...convince the employees that... 
he is motivated by sincere objectives of 
helpful and constructive service.” 

Although much emphasis should be 
placed upon the cultivation of desirable 
traits in dealing with people, the auditor 
should not lose sight of the fact that 
nothing will substitute for good work, con- 
scientious reporting, and honesty. An 
auditor’s time will always be purchased 
because of the value of his professional 
services and not alone because he is a good 
fellow. The price he can demand will de- 
pend upon the quality of his work. Ability 
to deal with people does not lessen the 
auditor’s duty to render the maximum 
service of which he is capable, but broadens 


his opportunities to increase the value of 
his labors. 
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THE ACCOUNTING EXCHANGE 


Henry Rand Hatfield died on Christmas day at the age of 79. He held degrees 
from Northwestern University, University of Chicago and University of California; 
and since 1902 had taught in Berkeley. To a legion of friends he will always be Dean 
Hatfield. Officially he had been Dean of Commerce at Chicago and twice at Berkeley. 
Twice he was Dean of Faculties of the University of California, but unofficially he 
was Dean of Accounting Teachers everywhere. 


I, PLACEMENT OF TAXES IN INCOME 
STATEMENT 


N AN ARTICLE in the ACCOUNTING 
Review for January, 1945, Howard C. 
Greer raised the five questions that fol- 

low, and offered brief arguments in tenta- 
tive support of his position on each ques- 
tion. 

(1) Should Federal and state income and ex- 
cess profits taxes_be treated as (a) a cost of doing 
business, or (b) a distribution of profits? 

(2) If the earnings of an enterprise for a fiscal 
period are partly from ordinary operations and 
partly from special non-recurring transactions, 
should the amount of tax applicable to each 
class of earnings be separately deducted from 
such earnings, or should all earnings of the en- 
terprise first be combined into one figure, and the 
total income and excess profits tax deducted in a 
single sum? 

(3) If an allocation of the tax total between 
classes of income is permissible, may the same 
principle be applied if one class of transactions 
has resulted in a profit and the other in a loss? 
That is, may the statement be arranged to show 
the saving in taxes as a deduction from the loss, 
while the full tax without benefit of the saving is 
deducted from the profit? 

(4) Is the situation altered if the income 
charge or credit (before taxes) is carried in one 
case to the profit and loss account, and in the 
other case direct to the surplus account? 

(5) If the amount set up for income and profits 
taxes, and charged against income in the current 
fiscal year, is greater or less than the tax actually 
applicable to income earned in the current year 
(because of excessive or inadequate provisions for 
taxes in prior years), should the income state- 
ment show separately the amount of the tax on 
current profits, whether greater or less than the 
total tax provision? 


The topic brought about the following 
exchange of views among Howard C. 
Greer, William A. Paton and Carman G. 
Blough. 

Paton to Greer, June 30. I have been 
thinking for some time of writing you re- 
garding what appears to be a slight differ- 
ence of opinion between us with respect to 
the interpretation of the significance of 
income and profit taxes in the corporate 
statement. 

The point I have been trying to make, 
and which it seems to me was not fully 
recognized in your article in the ACCOUNT- 
ING REVIEW, is that there are several kinds 
of revenue deductions which are nonethe- 
less broadly in the same pew when it 
comes to the over-all calculation of net 
corporate income. As I see it, the three 
classes of deductions are (1) cost (in the 
sense of goods and services definitely con- 
sumed in the process of production); (2) 
losses (in the sense of outlays of one sort or 
another which have lost all significance so 
far as future operations are concerned, 
even though not having made any recog- 
nizable contribution in the past opera- 
tions) ; and (3) taxes (payments to govern- 
mental units as computed on various bases 
and representing services only in the vague 
general sense in which government makes a 
contribution to the carrying on of the par- 
ticular business enterprise). All of these 
classes of deductions as I see it are in the 
same boat when it comes to the question of 
determining profits. Of course I am assum- 
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ing that net profit in its basic and most use- 
ful meaning signifies net to those who in- 
vest money in the enterprise rather than 
the amount available to such persons and 
governmental entities, or to such persons 
and governmental entities and employees. 
To the statistician computing net income 
in the national sense, of course, the earning 
power of a particular concern is the 
amount available to all human agents in- 
volved in the enterprise, including govern- 
ment, after deduction of payments for 
goods and services to other enterprises and 
outside entities. 

I recognize the persuasiveness of the 
idea that government is a partner with the 
stockholders and participates with the 
stockholders in a joint pool of net profit. 
However, in view of the fact that the gov- 
ernment makes no investment and that we 
still have private enterprise after a fashion, 
and also in view of the fact that taxes are 
a coerced payment prescribed by statute, 
it seems to me rather unrealistic and un- 
wise strategically for business enterprise to 
accept this position. 

Of course I agree heartily with the 
proposition that taxes are not costs which 
lend themselves readily to departmentali- 
zation and other cost accounting proc- 
esses,’ but it seems to me that this can be 
fully admitted and one can still with good 
grace urge the form of income statement 
I proposed in my article in the January, 
1943, Journal of Accountancy. 

Greer to Paton, July 5. The Federal in- 
come tax problem presents several angles. 
You are particularly impressed with one 
set of considerations. I have been im- 
pressed with another. Either point of view 


1 In this respect I think all taxes are alike; taxes do 
not represent services technically significant to the pro- 
ductive process. I think it is p tom 2 because we have 
become accustomed to property taxes, for example, that 
we have developed the idea that they can be included 
in operating costs as such. If any taxes are to be treated 
let’s put all taxes in this 


can be taken, depending on the major 
objective. 

I look at accounts primarily from the 
viewpoint of the manager of a business en. 
terprise. I am charged with responsibility 
for the utilization of certain productive 
property (the assets, and particularly the 
operating assets, of the enterprise). My 
job is to make the property produce a mar- 
gin of profit (operating profit) sufficient to 
pay a return to those who have supplied 
the capital, and to any others who right. 
fully share in the profits produced by the 
operations. 

In administering the operating property 
of the business, I have to take account of 
certain costs which go with the ownership 
and utilization of the property, irrespective 
of whether it produces a profit. These 
costs include taxes related to property 
ownership, employment of labor, and the 
exercise of various business privileges. 
These are measurable as the inevitable 
incidents of conducting a business. To the 
manager they have certain characteristics 
in common with insurance, depreciation, 
rent, and other costs of operation. They 
can be budgeted and allocated to units of 
production. 

If my duties are confined to those of 
managing the productive and distributive 
operations of the business, my responsibil 
ities stop at this point. It is no concern dl 
mine whether the capital of the company 
is obtained from creditors or stockholde, 
or how much is paid in interest and/ot 
dividends, what additions are made to sul 
plus and reserves, etc. Neither is it any 
duty of mine to consider how much of the 
profits I earn are required to pay tax 
based on income. Those are all problemsd 
financial administration as distinguished 
from property utilization. 

To illustrate the practical significanced 
this point of view let me quote the cased 
a company with which I am familiar. 

This concern realizes an operating profi 
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which represents a fair margin on sales and 
agood return on the assets utilized. It has 
the misfortune of having an unfavorable 
profits-tax base. For this reason an abnor- 
mally high percentage of its operating 
profits is absorbed by Federal income and 
profits taxes. The net return to the stock- 
holders is unsatisfactory—not because op- 
erating profits are inadequate but because 
taxes are excessive. The same thing inci- 
dentally might be true if bond interest 
charges were excessive, leaving an inade- 
quate sum for dividends to stockholders. 

Not only the management but everyone 
concerned with the business should under- 
stand the nature of its problem. It is one 
of obtaining a more satisfactory distribu- 
tion of the operating profits and not one of 
increasing the operating profits them- 
selves. If income and profits taxes were in- 
cluded with other operating expenses of 
the business, this essential fact would be 
obscured. 

Your view that we should emphasize the 
large drain on business earnings repre- 
sented by all types of taxes seems to me to 
oversimplify the problem. To my mind the 
question is not primarily one of what agen- 
cy collects the money, but rather one of 
what is the purpose of the exaction and 
the basis on which it is levied. Payroll 
taxes are paid to provide protection to 
workers against the hazards of old age and 
unemployment; this is the salient fact, not 
that the government has assumed the in- 
surance function. Property taxes are paid 
for the protection of the property and for 
the education and general welfare of the 
community; property owners contribute 
according to their means on the theory 
that they benefit accordingly. Income 
taxes are paid for the privilege of earning 
& profit or income; they fall on those for- 
tunate enough to enjoy that privilege, and 
do not touch those whose earnings are less 
than certain specified amounts. 

After reading all this you are quite 
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likely to feel that your contrasting point 
of view deserves more consideration than 
mine. If so, I hope it is not due to an ap- 
prehension that my approach to the prob- 
lem is “unwise strategically.”” I am not 
convinced on that point, but I do not think 
it should be the determining factor. I 
think we should undertake the formation 
of principles of accounting presentation 
on a basis of broad public policy, and not 
for the promotion of any group interest. 
The accountant—certainly the public ac- 
countant—should speak in terms which are 
as nearly without bias as circumstances 
permit. His views should be expressed in 
such a completely impartial manner that 
all parties to any discussion or dispute can 
take them as a point of departure without 
any feeling that they contain any element 
of partisanship. 

Paton to Greer, July 13. 1 find your good 
letter of July 5 very persuasive, and I am 
not inclined to disagree materially with 
much of anything you say. There is per- 
haps a little difference in our attitudes with 
respect to the relation of managerial activ- 
ity and business results. While admitting 
that there is a difference between good 
and bad management I am becoming in- 
creasingly impressed with the idea that 
about all management can do in many 
cases is to show some ingenuity and re- 
sourcefulness in adapting itself to condi- 
tions over which it has very little control. 
As I see it, business enterprises are caught 
up these days in a framework of factors on 
which management can often exercise very 
little influence. Hence, I am not so much 
impressed as I was years ago with the idea 
that there are certain costs of running a 
business which are definitely under the 
control of management and reflect mana- 
gerial responsibilities whereas other costs 
are completely outside this area. It seems 
to me it is important for both management 
and owners to keep their eyes on the final 
net profit figure and to realize that there 
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isn’t very much point to saying that a 
business is successful in the face of the 
fact that this final figure is unsatisfactory. 

A business enterprise operates in a struc- 
ture of technological and institutional 
arrangements and factors and its par- 
ticular status in the tax structure, for 
example, is just as much a part of its 
environment as its particular status in its 
relation to the labor market, transporta- 
tion, or some other factor. Some concerns 
have high labor costs because of their par- 
ticular situation; some have high material 
costs because of their location and other 
conditions; some have high taxes because 
of the jurisdiction in which whey operate, 
their financial structure, or some other 
condition. It doesn’t seem to me that what 
type of unfavorable condition a business 
faces makes very much difference in inter- 
preting the over-all degree of success re- 
sulting from over-all activity. True, man- 
agement may have somewhat more influ- 
ence upon some conditions than upon 
others, but in general I do not believe we 
should give management either too much 
blame for an unfavorable earning power or 
too much credit for a favorable result. 

It seems to me that you “oversimplify 
the problem” somewhat in the next to the 
last long paragraph on the second page of 
your letter. I can’t see that there is much 
of a relation between any type of tax and 
any form of service performed by the gov- 
ernment for the particular business. Of 
course the function of government is of 
tremendous importance to us all. The prin- 
cipal difference between civilized man and 
the savage is perhaps found in the exist- 
ence of organized government in the 
former case. But I think it is highly un- 
realistic to attempt to interpret particular 
tax payments as the cost of particular 
functions undertaken by the state. Even 
so-called “special assessments” in my 
judgment do not closely relate to benefits 
conferred. In fact, property values some- 


times fall as a result of so-called improve. 
ments which are detrimental to some exist. 
ing investments. When we turn to other 
types of taxes, there seems to me to be al. 
most no relation between the payment and 
any service rendered by the government, 
Governmental entities resort to a variety 
of ways to raise the money they need, or 
think they need. Some levies are measured 
by assessed property values, some by units 
of output (as in the case of many stamp 
duties), some by volume of gross revenue, 
some by amount of an _ intermediate 
revenue figure, some by the amount of 
capital, etc. It is largely a case of finding 
devices by means of which taxes can be 
imposed rather than a case of correlating 
services and payments therefor. I can’t see 
that when a manufacturer of playing cards 
charges stamp duties to operating expenses 
that there is any sounder basis for the pro- 
cedure than there is for charging sales taxes 
and so-called income taxes to operating 
expenses. On the other hand, as I said in 
my previous letter, I do think that income 
and profits taxes, so-called, are not readily 
subject to the ordinary process of cost ac- 
counting and that it would be unwise to 
attempt to apply such methods to these 
items. 

Isn’t there a reconciliation of the respec 
tive points of view we are emphasizing 
through the use of somewhat different ar- 
rangements of data to meet different pur- 
poses? For one purpose, for example, it 
may be advisable to strike an intermediate 
income balance such as the balance before 
certain tax deductions. For purposes of 
over-all reports to the public, on the other 
hand, it may be more clear and reasonable 
if no balances are struck until net to capital 
in the private sense is disclosed. 

Blough to Greer, July 18. Thank you for 
the copy of your letter of July 5 addressed 
to Paton expressing your views with re- 
spect to the treatment of Federal income 
taxes in financial statements. 
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It seems to me you have put your finger 
on one of the principal causes for differ- 
ences of opinion regarding the treatment of 
income taxes. Your letter is a very clear 
presentation of the views of those who are 
jaterested primarily in the profitability of 
the productive and selling operations of 
the business. On the other hand, those who 
seek to ascertain the profitability of the 
business unit from the standpoint of the 
stockholder must take taxes into considera- 
tion as expenses. 

Although the accountant must serve the 
interests of all parties and should see that 
the presentation of income statements will 
permit all concerned to make such analy- 
ses as will be most helpful to them, it must 
be recognized that the special uses of 
management are usually served by special 
data which it constantly receives from its 
accounting staff. Accordingly, it would 
seem that the certifying accountant should 
be more alert to serve the needs of the 
stockholders than of the management. Of 
course, the interests of creditors and the 
government must not be ignored and in 
many cases they are interested in the figure 
for income before income taxes. 

It seems to me there is reason for state- 
ments in which a profit figure is reached 
before the deduction of income taxes, but 
such taxes are either expenses or a division 
of profits, depending on the viewpoint of 
the person using the statement and his use 
of the results. 

Greer to Blough, July 20. Your letter of 
July 18 brings out some points which per- 
haps were not sufficiently emphasized in 
the correspondence between Paton and 
myself on the treatment of income taxes in 
financial statements. Your remarks throw 
a very interesting sidelight on the discus- 
sion. 

I certainly do not minimize the impor- 
tance of profits’ in reports to stock- 
holders on what their business has earned. 
Income and profits taxes obviously are a 
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deduction which must be made in arriving 
at the amount accruing to the owners of 
the business. The fact that they are a 
deduction, however, does not make them 
an operating expense. 

What I have been urging is a step-by- 
step approach to the amount of the net 
profit, showing first the profit from opera- 
tions, then the total income (including 
nonoperating items), then the deductions 
for interest and for income taxes. This pres- 
entation discloses both the results of the 
manager’s administration of the operating 
assets and the residual earnings on the 
capital of the equity owners. 

You seem to imply that this approach is 
appropriate mainly in the preparation of 
special data for the management by the 
internal accounting staff. You say that the 
“certifying accountant should be more 
alert to serve the needs of the stockholders 
than of the management.” If I have 
seemed to argue that only the management 
is interested in operating profits, I cer- 
tainly underemphsized the main issue. 

This is not only a problem of what the 
management wants to know about operat- 
ing results, but also one of what the public 
wants to know about them. Today’s dis- 
cussions among economists, political 
leaders, government officials, and spokes- 
men for labor center around the profit mar- 
gin from the operations of the enterprise 
before allowance for income taxes or return 
on capital in any form. This, in my opin- 
ion, is a legitimate and important subject 
of discussion. The fact that operating- 
profit figures often are misrepresented as 
net reserve to investors does not, in my 
judgment, justify ignoring them or at- 
tempting to obscure them by the arrange- 
ment of the financial statement. 

Such an effort is bound to be unsuccess- 
ful in any case. The people who are intent 
on tinkering with our economic system are 
not going to be dissuaded by the efforts of 
those preparing financial statements to 
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subordinate the item which they consider 
of greatest economic significance. It merely 
creates annoyance and suspicion when cor- 
porations recast the form of their financial 
statements so as to bury the operating- 
profit figure by including income taxes 
and other nonoperating deductions in the 
expense total. I believe that accountants 
will do no long-run service to the business 
community by encouraging such practices. 

Let’s have the issue out in the open 
where we can all discuss it on its merits. 
Those of us in business may not relish the 
unending stream of criticism and defama- 
tion which emanates from sources hostile 
to free enterprise, but I doubt whether 
anything is gained by attempts to avoid 
discussion of facts which are bound to be 
plain even to biased analysts. Certainly, 
the public accountant should take the same 
position on ‘disclosure’ of this essential 
fact as he takes on facts of significance to 
investors and creditors. The significance of 
the facts disclosed is something that can 
be argued after they are fully available to 
all concerned. 


Il. COST IN ECONOMIC THEORY 


Knowledge is indeed a most perplexing 
thing, for it seems to involve paradoxes 
and confusions in the very process of ad- 
vancement to which it is aimed. Spe- 
cialists, when they adopt a point of view 
for the study of a given subject matter, 
establish concepts and relationships among 
them that evolve into systems of thought. 
Sometimes these systems of thought arrive 
at a stage of almost airtight compartment- 
ism that tends to create misunderstandings 
between the specialists, and to prevent 
progress toward the common goal of all of 
them. Once in a while, however, attempts 
are made to bridge the gaps and com- 
promise the differences between the spe- 
cialized systems of thought—to explain 
the point of view of one specialist to an- 
other—for instance, the writing of an 
economist directed to accountants, and in- 


tended to familiarize accountants with the 
concepts and tools employed in economics. 
Efforts of this kind serve a real need, and 
we are indebted to Mr. Bornemann for 
writing his article, “Empirical Cost Study 
and Economic Theory.” 

But there are some points in this article 
upon which an accountant might easily be 
confused; some attempt should be made to 
clarify these issues. For instance, the au- 
thor says that “costs in the short run are 
variable costs, that is, they vary with out- 
put. Costs in the long run include the cost 
of fixed factors.” This seems to imply that 
the economist excludes fixed costs from the 
short-run analysis, and this appears con- 
trary to the accounting tenet that all costs 
(so long as they are measurable and sup- 
ported by explicit transactions) must be 
dealt with, at least in terms of record. The 
economist does not exclude fixed costs 
from short-run situations; rather, he finds 
that fixed costs do not affect the short-run 
solution of certain kinds of problems. A 
better statement of the difference between 
short-run and long-run cost aspects would 
be that “short run” and “long run” in 
economic theory are but specific view- 
points adopted for the consideration of a 
problem. In the short run, the situation is 
assumed to be such that changes in the 
scale of plant are not considered to bear 
upon the problem; in the long-run view, 
such changes are included as one element 
in the analysis. Thus, from the short-run 
standpoint, some costs appear to be fixed; 
from the viewpoint of the long run (be- 
cause the scope of the problem is broad- 
ened to recognize the possibility of changes 
in the scale of plant, thus widening the 
meaning of output variation), the costs 
that appeared to be fixed in the short-run 
context now are “variable.” Short run and 
long run have nothing to do with what 
costs are; these viewpoints merely make 
the costs appear in different patterns be- 
cause they are considered in different con- 
texts. And it is worth saying that a great 
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many business decisions are made from 
the short-run view, in that the scale of 
plant must usually be taken as given and 
unchangeable so far as the immediate issue 
that is faced is concerned. In other words, 
for the great bulk of managerial issues, the 
scale of plant is a limiting factor, not a con- 
trollable or manageable one. This is not 
because of the time required to build or 
alter plant facilities, but because of the 
nature of the questions under considera- 
tion. 

The matter of viewpoint is equally im- 
portant with respect tc another concept 
presented by the author. He tells us that 
statistical cost studies are interested “not 
only in the variable costs, but also and 
perhaps primarily in the marginal costs.” 
It is not quite correct to say that marginal 
cost is the additional cost of an additional 
unit of output; marginal cost is a “rate of 
change” concept which arises from the as- 
sumption that a given rate of activity can 
be taken for granted in the situation, and 
that the question at issue is how much 
more or less the total cost may be expected 
to be if the rate of activity is increased or 
decreased by some very small amount 
from the given level. To say that marginal 
cost is the cost of an additional unit as- 
sumes away the problem of joint cost; 
further, it does not give a clear picture of 
the purpose and the use of marginal-cost 
data. 

The effect of the quotation taken from 
Noyes (p. 328) is unfortunate; it suggests 
that economists do not, even generally, 
agree as to the content of their own system 
of thought. Even if this were true (this 
writer doubts it), a survey of these differ- 
ences of opinion cannot gain much in the 
way of understanding on the part of those 
who must be regarded as laity, so far as 
economics is concerned. Noyes’s position, 
as quoted, is that marginal costs are “of 
little interest either to empirical or theo- 
retical economics.” If this is accepted (the 
author does not reject it, but merely men- 
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tions that these ideas have “thus far not 
been favorably received’’), is not the whole 
raison d’éire for his article removed? It 
would be better, I think, to describe mar- 
ginal cost as a special case of “alternative” 
cost—in the sense that J. M. Clark used 
that term. 

Another source of confusion in this dis- 
cussion is the question of just what is the 
objective of empirical cost studies from 
the viewpoint of the economist. The author 
quotes Hans Staehle, ‘Why go to all the 
trouble of measuring cost functions for the 
individual firm when it would be quite 
feasible to obtain from entrepreneurs (at 
any rate from those who open their books 
to the econometricians) the very best of 
information concerning the reasons for 
their decisions?” Of course, cost analysis 
does not provide direct answers to the 
question of why businessmen do things, for 
the reason that many of the factors which 
weigh heavily in managerial decisions are 
of non-quantitative and/or nonlogical 
nature. (See Chester I. Barnard, The 
Functions of the Executive (Cambridge: 
Harvard University Press, 1938), pp. 319- 
22.) The business executive may some- 
times even be unable to say precisely why 
a certain step was taken; and he will fre- 
quently point out that a certain decision of 
his own was wrong in the light of subse- 
quent events. To the extent that cost anal- 
ysis or any other body of knowledge may 
avoid or reduce the errors that might oth- 
erwise be made, it is useful; in the broader 
conceptions of business activity, this is (or 
should be) the precise aim of economic 
theory. If the economist is interested in 
reasons for decisions, he will get small help 
from cost accounting or cost functions. 
The more practical aim is that of facilitat- 
ing decisions or making better ones, and in 
this both the accountant and the economet- 
rist should concur. 

One other point in the discussion needs 
clarification—this has to do with the 
“linearity” of cost functions. The author 
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says that a linear cost function is “obvi- 
ously” in conflict with the law of diminish- 
ing returns. This is not necessarily true, 
for the reason that the usual range of out- 
put (if management is at all effective) 
would tend to avoid diminishing returns 
wherever possible, and to “maximize” 
efficiency to the extent of failing to push 
production past the optimum at the base 
of the U-shaped average cost curve. In 
other words, the right side of the U simply 
does not appear in business data, because 
plants are not operated under those condi- 
tions. Rather, when production begins to 
approach an optimum, there is immedi- 
ately suggested the possibility of greater 
“long-run” economies in a shift of plant 
scale. In view of the assumptions of neo- 
classic economics, it is doubtful whether 
this question can be pursued very far with 
profit; diminishing returns are always in 
the background of economic choices, but 
whether they will appear in business data 
is purely a question of circumstances. 

But the mathematics of curves enters 
into the situation, and it must be recog- 
nized that a U-shaped curve may be of 
any width; and it may well be, as the au- 
thor suggests, that less is known about 
diminishing returns than has been gen- 
erally thought. Further, any curve may be 
viewed as an accumulation of straight 
lines, if the “segments” of the curve be 
made small enough. The author apparently 
forgets this, for it is an error to say even 
“superficially” that “if the straight line 
marginal cost curve for a short run has any 
validity, then .. . the long run curve can 
be nothing more than the total of a number 
of straight lines which would still be a 
straight line.” 

This writer would certainly agree that 
there is good reason for investigating the 
“pertinence of the categories of economic 
theory to empirical cost analysis,” and it 
is quite conceivable that developments in 
this direction may have a significant rela- 
tionship to accounting theory. 


There is no Moses to take over the task 
of leading economists and accountants 
together through the wilderness of mis- 
understanding; perhaps, in view of the 
errors that leaders may make, neither the 
accountants nor the economists want to be 
led. What is urgently needed, however, is 
a careful study of questions such as were 
proposed in this article, by the parties 
that have an interest in the problems at 
issue; the first step in this process is to 
achieve a better means of communication 
between the “tribes.” 

J. VATTER 

University of Chicago 


REJOINDER 


Mr. Vatter’s interesting comments indi- 
cate that my article was probably not suf- 
ficiently explicit on some matters. As I 
pointed out, the existing economic theory 
of the firm had been used as the framework 
within which to fit certain empirical cost 
studies. Hence, it seemed desirable to make 
some reference, however brief, to the 
theory and, on the other hand, to indicate 
some of the problems encountered in mak- 
ing such statistical measurements of costs. 
The particular studies to which I referred 
tried to use economic theory as rigorously 
as possible. 

In connection with the economic theory 
involved, there appears to be no serious 
difference between the somewhat sketchy 
outline in my article and the views ex- 
pressed by Mr. Vatter. Indeed, his second 
and third paragraphs provide a helpful 
clarification of points on which the article 
was no doubt too brief. 

The broader issue is, of course, the rela- 
tionship between economic theory and em- 
pirical costs. Mr. Vatter says that my quo- 
tation from Noyes “suggests that econo- 
mists do not, even generally, agree as to 
the content of their own system of 
thought.” As a matter of fact, what Mr. 
Noyes says has nothing to do with the 
content of economic theory, but relates 
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rather to its application. Mr. Noyes is not 
alone in his attitude toward the possible 
application of existing economic theory to 
empirical studies. Among others having 
this general idea, one might mention Hans 
Staehle, to whose views, as Mr. Vatter 
notes, my article referred. Reference might 
also have been made to Alfred C. Neal, 
who, following Keynes, introduces the 
concept of ‘user cost,’”’ which takes into 
account the influence of expectations and 
thus “provides a link between the present 
and future.” With respect to user cost, 
however, Neal points out that “quantita- 
tively it is probably indeterminate, but it 
provides a convenient tool by means of 
which much real-world behavior can be ex- 
plained.’”” 

Essentially, the position of these writers 
is that generally accepted theoretical con- 
cepts cannot underlie empirical cost study. 
Thus, while some economists have a tend- 
ency to feel that business data could be 
provided in what they would consider a 
more satisfactory form for their purpose, 
there are others (e.g., Noyes, Neal) who 
consider the existing structure of economic 
theory an inadequate basis for the meas- 
urement of costs. Still others hold that, 
although economic analysis mzy help 
those who understand it to arrive at better 
decisions, it cannot presume to give pre- 
cise answers to given problems and it has 
no exact relationship to any concrete situa- 
tion found in the real world. Mr. Staehle’s 
remarks appear to place him in this posi- 
tion. The last quotation from Neal, in the 
preceding paragraph, suggests that he 
might be in agreement. 

There is much to be said for the last 
view. Economic theory is, after all, an 
extremely logical body of doctrine from 
which concrete instances of actual be- 
havior may depart rather extensively. 


1 Industrial Concentration and Price Inflexibility, 
Washington, D. C., American Council on Public Af- 
fairs, p. 164. (A more detailed explanation of user cost 
bay pp. 58 ff.) 
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Mr. Vatter’s remark that “many of the 
factors which weigh heavily in managerial 
decisions are of non-quantitative and/or 
nonlogical nature” supports this view. 

Moreover, the last point which he raises 
in connection with my article lends per- 
haps even greater weight to this position. 
He points out that effective management 
would tend to avoid diminishing returns 
over the usual range of output and that 
therefore the right side of the U-shaped 
cost curve of economic theory does not 
appear in business data. In other words, 
plants are not actually operated under the 
conditions assumed by economic theory. 
It is this proposition which seems of most 
significance, rather than the somewhat re- 
mote theoretical question whether the U- 
shaped curve is an accumulation of smaller 
straight lines, as Mr. Vatter suggests. 

In concluding these remarks, it might be 
added that, in contrast with the logical 
content of economic theory, economic be- 
havior is institutional in nature. Account- 
ing, for instance, is a significant economic 
institution.’ In view of these factors, one 
cannot, of course, pretend to know pre- 
cisely how far the relationship between 
economic theory and accounting can ul- 
timately be reconciled. 

However, with Mr. Vatter’s thought 
that greater mutual understanding is de- 
sirable, I thoroughly agree. But it must be 
admitted that even the first steps in 
achieving a better communication between 
the “tribes” will no doubt be a process to 
which many will have to contribute. 

ALFRED BORNEMANN 

Boston University 


Ill. THE ENTITY THEORY OF CONSOLIDATED 
STATEMENTS 


I have read Professor Moonitz’s mono- 
graph several times and have discussed 
some of the material with my colleagues 


* As I pointed out in “Accounting Profits: An Insti- 
gal Accountinc Review, Vol. 18 (1943), pp. 321- 
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on the teaching staff of the College of the 
City of New York and with several prac- 
titioners in the field and should like to note 
the following exceptions: 

Page 59. According to the cost rule recognizable 
income to the parent does not arise until divi- 
dends are declared . . . the dividend policy of a 


subsidiary is largely under the control of its 
parent. 


Can the parent company force the sub- 
sidiary to declare a dividend? Would it be 
available to the parent company before it 
was declared? Would the author recom- 
mend that the parent company pay a tax 
on such undeclared dividends as part of its 
income? Continuing, on the same page the 
author concludes the paragraph by stating, 


The cost rule, therefore, in this usage, is peril- 
ously close to becoming a form of the doctrine 
that income is identical with cash receipts. 


This conclusion is erroneous, because if 
dividends were declared such dividends 
would be treated as income even though 
not received under the cost method of ac- 
counting for investments. Good accounting 
principles, under the accrual method of 
accounting, as well as the law, do not 
sanction the setting up of an asset Divi- 
dend Receivable until the dividend is de- 
clared. The principles of consolidations do 
not change this accounting or legal prin- 
ciple. 

It is difficult to follow the discussion be- 
ginning with the last paragraph on page 
60 through the first paragraph on page 62, 
referring to the declarations of preferred 
dividends on preferred stock, preferred 
dividends on common stock, common 
dividends on preferred stock and preferred 
dividends in arrears. Communication with 
the author brought the following illustra- 
tions with his comments for the last para- 
graph on page 60, wherein preferred divi- 
dend on preferred is discussed: 


Corporation S wholly-owned subsidiary of Co. P. 
Assets $1,000,000; Common Stock, 3,000 shares at 


$100, $300,000; Preferred Stock, 10,000 shareg 
at $50, $500,000; Earned Surplus $200,000. Cur- 
rent preferred dividend (assume 5%) is unpaid; 
no other arrearages. 
Case I: In lieu of cash dividend of $25,000 on 
preferred, corporation S issues 500 shares of pre- 
ferred. 
on books S: 
Earned Surplus. . . $25,000 
Entry on books of P: 
Investment in Preferred Stock 


Income from Investment........... $25 ,000 
Case II: Cash dividend of $25,000 is declared by S; 
in addition stock dividend of preferred on pre- 
ferred, $50,000 (1,000 shares) is declared. 

Entries on the books of S: 
Earned, Surplus... $75 ,000 


Dividends Payable (Cash).......... $25,000 
Entries on the books of P: 
Dividends Receivable (Cash).. $25,000 
Income from investments. .......... $25 ,000 


To record regular preferred dividend. 
Investment in Preferred Stock 


Investment in Common Stock of S. . . 
To record stock dividend. 

Both cases assume that Company P took up all 
reported profits of S, except those accruing to 
preferred stock (“book value” method), at the 
time the profits were recorded by S. Since I have 
postulated full ownership of S by P, we could as 
well assume that P took up all profits of S, in- 
cluding those accruing to preferred stock. In 
that event, no entry would be necessary on books 
of P under Case I, because the credit to income 
would already have been made on P’s books 
(when P’s share of profits of S was taken up). 

The major point here and all through the 
passage in question is that P’s investment ac- 
count should change with each change in the 
proprietary accounts of S— in the same direction 
and in an amount determined by P’s proportion- 
ate ownership of the stock of S. Remember, I’m 
concerned solely with controlled subsidiaries, 
those which, by definition, do the bidding of the 
parent. 


$50,000 


I take issue with the author’s solution of 
the first case. Since the company is using 
the “book value method,”’ on the receipt 
of a cash dividend its investment account 
is decreased; and on the receipt of stock 
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dividend, its investment account, in the 
memorandum column, should only reflect 
the additional number of shares which 
were issued. Money would not be entered, 
in the case of a stock dividend. Income 
would not be credited, because the credit 
to income was made at the time the profits 
were taken up by P. 

Case II, in my opinion, is a solution 
impossible to conceive. Why should in- 
vestment in common be reduced? The au- 
thor states on page 60, in the last para- 
graph, 

If the dividend is in addition to the regular cash 
dividend and the parent company also holds 
common stock, as will undoubtedly be the case, a 


corresponding decrease in its common stock in- 
vestment will be recorded. 


Why? Nothing was said about a “re- 
duction of the equity of the common and 
the increase in that of the preferred share- 
holders.” Is this preferred stock non-par- 
ticipating? Has all its share of the surplus 
been distributed? Is it encroaching now on 
the surplus belonging to the common 
shareholders? 

The author further states on page 60, 
“The cost rule is, however, in a quan- 
dary.” Those who comprehend the subject 
do not experience difficulty in the “cost 
metnod” of accounting for investments. 

I should like to present a problem which 
does not assume a wholly-owned corpora- 
tion and should like to see the author’s 
solution under each of the cases cited in the 
monograph beginning with the last para- 
graph on page 60, preferred dividend on 
preferred, and those on page 61 dealing 
with preferred dividend on common, com- 
mon on preferred, and preferred dividends 
in arrears. 


Problem: P owns 70% of the preferred stock of S 
and 80% of the common stock of S. The pre- 
ferred stock is 6%, preferred as to assets, cumula- 
tive and participating. All dividends have been 
paid regularly. (In the solution of the last case, 
assume that the preferred dividend was in arrears 
for the past and the current years). The numbers 
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of shares authorized, issued, and outstanding 
follow: 


Issued 
Kind of Stock Par 
tod Out 
Preferred......... 1,500 1,000 $100 
Common......... 2,500 1,500 100 


The surplus at the end of 1944 was $80,000 
and at the time of purchase the surplus was 
$20,000. All profits have been recorded on S’s 
books and on P’s books in accordance with the 
“book value method” of accounting for invest- 
ments. 

I should like to know why when applied 
to the investments of a parent company 
the “‘cost rule is defective both on general 
theoretical grounds and in application to 
specific circumstances.”” What is wrong 
with the theory? 

The last paragraph on page 65 and es- 
pecially the second paragraph on page 66 
present faulty reasoning. No one denies 
that if $120,000 is paid for an 80 per cent 
interest then the entire business must be 
worth $150,000, but should goodwill be 
recorded, when not needed to meet spe- 
cific capital conditions, for more than the 
share paid out? If the entire goodwill is 
$30,000, then only $24,000 can be recorded 
as the amount paid for in an 80 per cent 
purchase. The sentence, “The determina- 
tion of the extent of understatement of 
subsidiary’s capital, however, should not 
depend on the size of a parent’s invest- 
ment,” is faulty. Why shouldn’t it? If no 
one were willing to pay more for the stock, 
would the value ever appear on the state- 
ment? Therefore only the amount the par- 
ent is overpaying should appear on the 
statement. 

The second paragraph on page 67 has a 
faulty conclusion. ‘All assets are included 
at the values on the books . . . etc.” Good- 
will was not on the books. The amount to 
be shown, therefore, should not be greater 
than the amount paid for. Why show a 
greater minority value to the extent of a 
fictitious, unpaid-for goodwill? In practice, 
wherever possible, goodwill is reduced to a 
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nominal amount on balance sheets; then, 
why advocate overstatement in consoli- 
dated reports? The author states on page 
67, “The parent company did not buy 
goodwill.” This statement is obscure. The 
parent paid in the open market a sum 
greater than the net worth it acquired; 
that payment is only for goodwill. The 
goodwill account is shown on the parent 
company’s books in the only way possible 
—in the investment account. Where else 
than in the investment account could it 
appear? The parent has only the asset 
“Investment in S” until it consolidates the 
assets of the subsidiary. The subsidiary 
cannot increase its net worth by setting 
up a goodwill account for the excess paid 
by the parent company, because the pur- 
chase presumably was made in the open 
market. Had the purchase been made 
directly from the subsidiary, the excess 
paid would appear as a premium on the 
subsidiary’s books and it would increase 
the net worth of the subsidiary, thus de- 
creasing the goodwill of the parent com- 
pany, since a portion of the premium would 
revert to the parent in the surplus it ac- 
quires as a result of the purchase. If the 
parent company pays more in the open 
market, would the author recommend that 
the subsidiary company debit a goodwill 
account and credit surplus on its books to 
reflect the entire goodwill indicated by the 
parent’s excess payment on the open mar- 
ket? In that case only, and frankly I can- 
not see it, would the full goodwill be set up, 
even though only a portion was actually 
paid for. 

In answer to the second paragraph on 
page 68, I should like to state that a re- 
duction of goodwill wherever it exists 
would be far better than the absorption of 
the excess of book value over cost in con- 
solidated surplus. However, the credit to a 
reserve for revaluation of assets and the 
deduction of said reserve from the total 
assets need not be condemned. It is still 


better than the creation of additional sur. 
plus. 

In conclusion, I believe that Professor 
Paton’s editorial note to Chapter 5 covers 
all details and negates that entire chapter. 

MAx ZIMERING 

College of the City of New York 


REJOINDER 


The criticisms contained in Mr. Zimer- 
ing’s discussion concern topics, 
namely, the treatment of subsidiary in- 
vestment accounts on the parent’s books, 
and consolidated goodwill. 

Under the former heading, the questicn 
is asked whether a parent company cin 
force a subsidiary to declare a dividend. 
Force need hardly be used in the situations 
I discuss in the monograph; a controlled 
subsidiary does the bidding, by definition, 
of its parent. Uncontrolled subsidiaries, 
whatever they may be, are outside the 
scope of the discussion contained in the 
monograph. A parent company may dic- 
tate the declaration of a dividend at its 
option out of the legally-available surplus 
of its subsidiary. If the subsidiary has in- 
sufficient cash, the parent may lend the 
subsidiary the funds needed to cover the 
dividend, and all the legal niceties will be 
satisfactorily taken care of. Whether or 
not this is sound business practice is beside 
the point—I am not “recommending” any 
particular policy as to the disposition of 
cash by a parent company or as to its 
method of filing income tax returns. 

Mr. Zimering is certainly in error when 
he asserts that dividends are treated as 
income under the “book value” method. 
They are treated as partial liquidation of 
an investment, by a charge to dividends 
receivable and a credit to investments, as 
any standard text on consolidations will 
indicate. He must be referring to an entry 
sometimes recommended transferring the 
amount of the dividend from an “unre- 
alized surplus” account on the books of the 
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parent to its own earned surplus in order 
to satisfy the requirements of some state 
corporation laws. I have no objections to 
the latter procedure; if that is Mr. Zimer- 
ing’s point, there is no disagreement be- 
tween us. 

Lengthy comments are included in the 
criticism on my discussion of various types 
of stock dividends and their treatment 
under the two most prevalent methods of 
dealing with parent company’s invest- 
ments in subsidiaries. Judging from these 
comments, I am guilty of lack of clarity 
in putting over my point, but if so, I am in 
good company, for the problem Mr. Zimer- 
ing poses as a sort of test case is also rea- 
sonably obscure. He refers, in the state- 
ment of the problem, to stock preferred as 
to assets. Shouldn’t the stock also be pre- 
ferred as to dividends? This preferred 
stock is also assumed to be participating, 
but neither the terms of participation nor 
the price paid by the parent for its invest- 
ments in S is set forth. In place of a series 
of solutions to a problem admitting of 
various interpretations, let me restate 
briefly my position: 

The value of an investment in the shares 
of an uncontrolled company is, for all prac- 
tical purposes, beyond the control of the 
investor. In this case, the conventional 
cost rule is useful in requiring, in effect, 
that we refrain from recording any gains 
or losses on the investment until some “‘ob- 
jective” criterion is available. This crite- 
rion may be a dividend declaration; it may 
be a sale of the shares held, partial or com- 
plete; it may be a reorganization of the 
company which issued the shares; or it 
may be a series of losses indicating a sub- 
stantially changed economic position. But 
in any event ordinary day-to-day changes 
in the “book” or “market” value of the 
shares are ignored. However, investment 
in the shares of a controlled subsidiary is 
different, both quantitatively and qualita- 
tively, and the qualitative charge is more 


The Accounting Exchange 97 


important than the quantitative. The 
value of the investment now turns in large 
part on the results of the subsidiary’s op- 
erations, operations which are as much 
under the control of the parent as under 
its own. The subsidiary is now a mere de- 
partment or division of an integrated 
group, and we treat it thus, in principle at 
any rate, whenever we prepare consoli- 
dated statements. 

Complete recognition of this situation, 
it seems to me, requires that we adjust a 
parent’s investment accounts to reflect all 
changes in the fortunes of the subsidiaries 
—changes which are recognized and re- 
corded on the books of the subsidiaries ac- 
cording to accounting standards applicable 
to operating units. If P owns 70 per cent 
of the preferred stock of S and 80 per cent 
of the common stock of S (the proportions 
proposed by Mr. Zimering in his prob- 
lem), then P should take up 70 per cent of 
all changes in the equity back of the pre- 
ferred stock of S and 80 per cent of the 
changes in the equity back of the common 
stock. If a particular stock dividend does 
not affect the relative equities, then obvi- 
ously no change is required in the invest- 
ment accounts; if the stock dividend does 
cause a dilution of the equity of one class 
of shares, then obviously a change is re- 
quired in the parent’s investment account 
reflecting ownership of part of that equity. 
The cost rule is inflexible in this connec- 
tion; it makes no distinction between in- 
vestments in controlled and uncontrolled 
companies. It is on this distinction that the 
issue is joined. If there is no distinction 
we had better reconsider the propriety 
of preparing consolidated statements at 
all. 

With respect to the second topic, con- 
solidated goodwill, Mr. Zimering virtually 
concedes my entire argument when he 
states that “‘no one denies that if $120,000 
is paid for an 80 per cent interest then the 
entire business must be worth $150,- 
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000....” The lengthy passage in the 
monograph dealing with consolidated good- 
will boils down to the proposition that if we 
are sure that the entire business (the sub- 
sidiary, in this case) is worth $150,000, 
then let’s show it at $150,000 in consolida- 
tion and not at some other figure depend- 
ent for its magnitude on the number of 
shares of common stock the parent hap- 
pened to buy. If, in order to reflect this 
agreed-upon value of $150,000, it is neces- 
sary to insert goodwill of $30,000 in the 
consolidated balance sheet, why can’t 
we do it? The really difficult problem is to 
determine the worth of the entire business; 
once we know the amount, the problem of 
writing the figures down is hardly of major 
importance. 

A careful reading of the disputed pas- 
sage will reveal that my discussion on good- 
will is deliberately surrounded by numer- 
ous qualifications. The most important 
qualification is that consolidated goodwill 
is to be introduced only as a last resort, 
after all other reasonable explanations of a 
discrepancy between cost of investment 
and book value of equity acquired have 
been examined. But if we do introduce it, 
we should include all the goodwill that 
can be substantiated as pertaining to the 
area of integrated operations, not merely 
that amount which will balance off the 
investment accounts. 

Most of Mr. Zimering’s comments on 
consolidated goodwill are too disjointed 
for rational discussion. For example, he en- 
closes in quotation marks a passage pur- 
portedly from page 67 of the monograph 
but actually not to be found there. He at- 
tributes to me a desire to include “‘fic- 
titious” and “overstated” goodwill on con- 
solidated balance sheets, a desire which 
has never tempted me. He has the parent 
company paying in the open market a 
sum greater than the net worth it acquired, 
an absurd procedure if we can assume the 
parent company is acting rationally. What 


he must mean is that the parent pays more 
than the amount at which the subsidiary 
carries its net worth on its records. Barring 
irrational conduct or loss on a pur 

the parent gets what it pays for. The fact 
that the parent pays more than a recorded 
amount indicates that the recorded 
amount is wrong, and consolidated good. 
will enters to take care of the difference be. 
tween a recorded amount and the proper 
amount revealed by Mr. Zimering’s open- 
market, arm’s-length transaction. He has 
a premium paid to a subsidiary by a parent 
for stock purchased directly from the sub- 
sidiary, reducing the parent’s goodwill in- 
stead of merely offsetting the parent's 
investment account in consolidation. He 
“answers” the second paragraph on page 
68 of the monograph, a paragraph which 
merely refers to the possibility that cost of 
investment may be less than book value of 
equity acquired. 

Perhaps I am defying the lightning to 
strike, but I can’t resist making the point 
that Mr. Zimering’s criticisms are confined 
to two sections (lengthy ones, to be sure) 
of one chapter. It need hardly be stressed 
that sharp disagreement on one of those 
sections was anticipated. I am grateful to 
Mr. Zimering for affording me the oppor- 
tunity to restate my position on these 
points. 

MAvrRIcE Moonttz 

Stanford University 


IV. ANDREA BARBARIGO’S 
TRIAL BALANCE 


In the October 1945 issue of the Ac 
counting Review there appeared a review 
of Professor Frederic C. Lane’s book on 
Andrea Barbarigo. The author of this re- 
view, Professor Raymond C. Dein of the 
University of Arkansas, justly praises the 
book as a very valuable business bivgra- 
phy. However, he raises the question of 
whether Barbarigo’s books were kept in 
double entry. It may be true that Pro 
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fessor Lane should have consulted Little- 
ton’s book, Accounting Evolution to 1900, 
or have mentioned it in his bibliography. 
In any case, according to the rules laid 
down by Professor Littleton, books are 
kept in double entry when they meet cer- 
tain standards as to form and substance. 
With regard to form, duality and equi- 
librium are required throughout. In other 
words, there should never be a debit entry 
without a corresponding credit entry, and 
vice versa. Consequently, the ledger ac- 
counts should always balance. The sub- 
stance, according to the rule laid down by 
Professor Littleton, ‘consists of proprie- 
tary calculations of the gains (or losses) 
from ventured capital” (Accounting Evo- 
lution, p. 27). 

Professor Dein is of the opinion that the 
Barbarigo account books do not come up 
to these standards and hence are not kept 
in double entry. He bases his case on the 
fact that Barbarigo’s ledger does not 
balance. While this is true, it proves only 
that Barbarigo did not have high stand- 
ards of accuracy and did not bother to 
trace and to correct the error which was 
revealed, when he drew up the balance of 
his ledger. Moreover, the error is small, 
only £3 1s. Od. 18 piccioli in a total of 
more than 970 Venetian pounds. Most 
probably this mistake originated in a 
transposition of figures in the piccioli 
column and in mistakes in addition in the 
other columns. As Professor Lane and, 
earlier, Vittorio Alfieri (La partita doppia 
applicata alle scritiure delle antiche aziende 
mercantili veneziane, Turin, 1891) clearly 
show, Barbarigo never entered anything in 
one side of his ledger without having a 
corresponding entry on the other side. 
The rule of duality and equilibrium was, 
therefore, observed throughout Bar- 
barigo’s ledger. Consequently it meets at 
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least one of the two requirements of Pro- 
fessor Littleton. Does it meet the second 
requirement, too? In my opinion, the 
answer to this question is yes. 

It is undeniable that Barbarigo was 
rather casual about balancing his books 
and did so only at long intervals. There 
are trial balances both in the beginning and 
in the middle of Ledger B. No adjusting 
entries are found in this ledger. Neither 
does it contain any reference to inventory 
valuation. The absence of such references, 
as Professor Lane points out in his book, 
can be easily explained by the fact that 
Barbarigo used venture accounting, that 
is to say, a separate account was opened 
for each lot of merchandise or each venture 
or voyage and was closed into Profit and 
Loss, when all the merchandise was sold 
or the venture was terminated. With such 
a system, there is no need for inventory 
valuation. Moreover, Barbarigo’s ledger 
contains several accounts for operating re- 
sults, for example, Profit and Loss Arising 
from Trade, Living Expenses, Exchange 
Differences, General Expense, etc. Bar- 
barigo undoubtedly made an effort to 
ascertain his profits and losses. By con- 
sulting his books he certainly could tell 
whether his capital was increasing of 
whether it was shrinking because of losses. 
My conclusion is, therefore, that the Bar- 
barigo ledger contains proprietary calcu- 
lations of gains and losses. Therefore, it 
meets the second criterion according to the 
rules laid down by Professor Littleton. 

I am willing to concede that Barbarigo 
was a careless bookkeeper whose standards 
fell short of the best practice of his time. 
Nevertheless, his records meet the mini- 
mum requirements for double-entry book- 
keeping. 

RAYMOND DE ROOVER 

Oberlin College 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


Henry T. CHAMBERLAIN 


pared by the Board of Examiners of 
the American Institute of Account- 
ants and were presented as the first half of 
the C.P.A. examination in accounting prac- 
tice on November 7, 1945. The problems 
were rated as follows: Problem 1, 25 
points; Problem 2, 13 points; Problem 3, 
12 points. Candidates were required to 
solve all problems in four and one-half 
hours. 
A suggested time schedule is given be- 
low: 


Te FOLLOWING PROBLEMS were pre- 


Problem 1 120 minutes 

Problem 2 60 minutes 

Problem 3 40 minutes 
No. 1 


From the information set forth below, 


prepare income statements on the accrual 
basis for the fiscal year ended January 31, 
1944, and for the seven months ended 

August 31, 194. 

The Zane Department Store was incor- 
porated on February 1, 1943, and com- 
menced business on that date. It filed 
federal income and excess-profits tax re- 
turns for the fiscal year ended January 31, 
1944, from books kept on the cash basis, 
using as an ending merchandise inventory 
value, an amount of $10,000 based on an 
estimated minimum physical inventory. 
In August 1944, after a field examination 
by the Bureau of Internal Revenue during 
which it was decided that the accrual basis 
rather than the cash basis was more desir- 
able for reporting income, you are called in 
to convert the income account from a cash 
to an accrual basis as of September 1, 1944. 


1, The cash transactions and items thereof included in net income on the cash basis for the fiscal year 1943 follow: 


Cash receipts— 


Capital stock, $100,000 par plus premium $10,000 


amount, $10,000; discount, $100) 
Dividend income 


Cash disbursements— 


Notes payable—banks (borrowed on two-month note dated January 2, 1944; face 


Net Income 


Land and building (assessed values $20,000 and $60,000 respectively; life of 


building, 15 years from date of purchase, 3/1/43) 
Furniture and fixtures (life, 10 years from date of purchase, 2/1/43) 


Merchandise creditors—purchases 


Fire insurance—3 year fey from March 1, 1943 


Real-estate taxes for 1943 ( 


October 1; maturity date, 4/1/53 
Dividends declared and paid 


Investment in bonds acquired at face value $10,000; interest 4% April 1 and 


388383888 


Bo 


$370 


g 


41 


2. In 
3, TI 
A 
| 
= 
5. I 
Amount Items t 
86,000 86,000 
2,840 2,840 
Interest on bonds—4% on $10,000, collected 10/1/43......................- 200 200 | 
: 
| 
$194,000 
Officers’ salaries—monthly salaries exclusive of Januay, 1944................. 33,000 
Federal capital-stock tax—fiscal year ended June 30, 1943.................... a : 
Investment in 300 shares of X Co. stock : A 8. 
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2. Inventory at January 31, 1944, is estimated at $10,000. 
3, The cash transactions and items thereof included in net income on the cash basis for the seven months ended 
August 31, 1944, follow: 


Net Income 
Amount 
Cash receipts— 
Charge sales (1943 fiscal-year receivables, $12,000; 1944 fiscal-year receivables, 
Notes receivable (principal, $20,000; interest, $1,500, including accrued interest to 
Dividend income (dividend declared 1/23/44; paid 2/15/44)..............0-: 1,200 1,200 
$201,900 $166,900 
Net Income 
Amount 
Cash disbursements— Items 
Merchandise creditors—purchases ($123,000, of which $10,000 was owing 
Other creditors—selling, administrative, and general expenses (incurred subse- 
Notes payable to banks—paid March 2, 1944 10,000 


Officers’ salaries—monthly salaries, January 


through July 21,000 21,000 
Real-estate taxes for period 1/ 1/44-0/30/44 billed # April 1, 1944 (identical billing 


to be made 10/1/44 for the period 7/1/44-12/31/44)...............0.0000- 1,200 1,200 
Federal capital-stock tax—fiscal year ended June 30, 1944................... 2,400 2,400 
Federal income and excess-profits taxes (4/15/44 and Y/ 15/44 installments of $750 


4, Inventory at August 31, 1944, is $18,000 at cost. 


5, Inventory as at January 31, 1944, is to be stated at cost as may be determined by reference to the following 
tabulation which shows the gross profit of each merchandise line determined on a test basis. 


Gross Per Cent of Mdse. 
Mdse. Line Purchases Sales Profit Line Sales to 
Total Sales 

$ 7,200 $ 12,000 $ 4,800 10% 

$67 ,750 $100,000 $32,250 100% 


6, Memo records of receivables and payables show as of September 1, 1944, balances originating since April 1, 1944, 
as follows: accounts receivable, $13,500; trade accounts payable (merchandise), $15,000; other accounts payable 
(selling, administrative, and general expenses purchased) $3,800. No notes receivable are held, nor are any 
notes payable outstanding. 


7. The federal capital-stock tax for the fiscal year ended June 30, 1945, is $3,000. 


8. Notes receivable collected during 1944, consisted of notes of $8,800 received in 1943 directly from customers for 
sales, and notes of $11,200 received in 1943 in settlement of customers’ open accounts. 


9. For purposes of preparing income statements on the accrual basis, the ya rates of federal taxes on income 
may be considered as being: 25% on income not in excess of $25, 000; 50% on income in excess of $25,000 and not 
in excess of $50,000; and with respect to income over $50,000, 30% of total income. 
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No. 2 


Prepare working sheet showing balances 
of accounts of Municipal Garage Revolv- 
ing Fund of Rhodes City as at February 
28, 1945. 

Rhodes City maintains a revolving fund 
for financial control of a municipally owned 
and operated garage serving several de- 
partments. It is the city’s policy to operate 
the fund accounts so that the departments 
served will be charged their several shares 
of the operating cost for a fiscal year. Cur- 
rent billings are made to the departments 
of services based on charges for actual 
materials and supplies and actual direct 
labor plus estimated overhead. Differences 
between total overhead actually incurred 
and the estimated amounts billed to de- 
partments are adjusted through supple- 
mental billing at the end of each fiscal 
year. Adjustments to physical inventories 
are handled through overhead. 

1. Garage overhead for the fiscal year 
ended February 28, 1945, comprised the 
physical inventory adjustments referred to 
and the following expenses: superintend- 


(A) 


Due from General Fund ...................... 
Due from Highway Fund...................... 


Services rendered to departments............. 
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ence, $3,000; office salaries, $1,300; office 
supplies, $200; garage depreciation, $2,000; 
heat and light, $620; miscellaneous, $80, 

2. Accounts payable at February 2% 
1945, amounted to $1,100. All payroll had 
been paid. 

3. The garage originally cost $50,000, 
financed by a capital advance from the 
general fund, and, as at March 1, 1944 the 
accumulated depreciation thereagainst was 
$4,000. On that date, records of the revoly. 
ing fund showed cash $3,000; inventories 
of gas, oil and grease, $1,050; and of repair 
and maintenance materials $2,250; a bal 
ance of $900 on account of services previ- 
ously rendered the general fund; and ac- 
counts payable of $700; capital advances 
from the general fund of $50,000; anda 
current surplus account. 

4, Physical inventories at February 28, 
1945, were as follows: 

Gas, oll and grease... $ 89 
Repair and maintenance materials. . ... 2,000 

5. Summaries of certain transactions for 
the fiscal year ended February 28, 1945, 
appear in journal-entry form as follows: 


To record charges to departments for services billed, as follows: 


Gas, 
Department Total Oil, grease 
cost) 
$ 9,740 $ 3,950 
8,280 2,280 
$29,750 $10,230 
(B) 
Due from General Fund..................... 
Due from Highway Fund................... 
Due from Police Fund...................... 
(C) 


Accounts payable 
To record purchases for the period 


Repairs and Maintenance 


Actual Cost Estimated 
Overhead 
Materials Direct Labor (75% of D/Laber) 
$1,240 $2,600 $1,950 
910 2,100 1,575 
1,100 2,800 2,100 
520 1,500 1,125 
$3,770 $9,000 $6,750 
$29, 
7,000 
$10,100 


= 


. 


ere 


1, 


Purchases—Gas, oil, and grease................ 
and maintenance materials. . . 


s 


re 


No. 3 


The Johnson Meat Packing Company 
desires to study its distribution costs (sell- 
ing, administrative, and general expenses) 
which in the aggregate constitute 65% of 
the total cost of doing business. From the 
information following, prepare an exhibit 
showing the allocation of total distribution 
cost per cwt. of meat products for each 
size-class of order (expressed in pounds 
per order). Carry out unit costs to hun- 
dredths of a cent. 

An analysis made to determine basic 


Distribution Cost Controls 


Packing and delivery expense control................ 
Administrative and general expense control........... 


Data by order-size classes follow: 


200-499 pounds 
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causes of cost variation in selling, adminis- 
trative, and general expense items dis- 
closes that each element of expense varies 
according to one of the following three 
bases: (1) number of orders; (2) number of 
items or invoice lines per order; and (3) 
weight of order expressed in cwt. Expenses 
varying according to these three factors 
account for the total distribution cost of a 
given order. 

The analysis of each class of distribution 
expense discloses that these expenses are 
attributable to each of these three factors 
as follows: 


Expenses Based on 


Number of Number of Number of Total 
Orders Items Cwt. 
$1,080 $ 210 $3,600 
260 320 620 1,200 
aie 1,170 _ 580 340 2,090 
$1,980 $1,170 $6,890 
Number of Total Number Total 
Order of I Cut. 
2,800 4,090 700 
2,900 8,410 2,610 
se 600 2,280 1,860 
400 2,400 2,800 
100 820 1,030 
6, 18,000 9, 


Office § | 
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$10,400 
7,000 | 
8,000 | 
4,500 
13,680 
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= Key to Transactions (13) To charge real estate taxes accrued during Febru- 
February 1, 1943 to January 31, 1944 
1) casks (14) set up depreciation on building 
2) To record c isbursements. 
Ne To set up accounts receivable. (16) To set up unexpired insurance. 
(4) To set up accrued interest receivable on notes. 
(5) To set up dividend receivable. February 1, 1944 to August 31, 1944 
(6) To set up interest receivable on bonds. 17) To record cash receipts. 
(7) To record accounts payable. 18) To record cash disbursements. oe 
(8) To adjust note payable for discount. Op To credit cost of sales for inventory variation. 17 
® '9) To accrue officers’ salaries. (20) To set up accounts receivable. 
5 (10) To accrue real estate taxes. (21) To set up accounts payable for purchases. 
® (11) To accrue federal capital stock tax. 22) To set up accounts payable for expenses. 
g (12) To set up ending inventory. nt = accrue > “mae capital stock tax. 
‘o write off prepaid interest. 
ine ,620. 172. iation ‘Ndi 
Line 2 42,930.00 70 30,081:00 26 'o record deprecia on building an 
Line 3 57,240. ,930.00 (28) To adjust unexpired insurance. © 
Line 4 57,240.00 65 37,206.00 
Line 5 160 
Line 6 28,620.00 60 17,172.00 
$286,200.00 $198,193.50 
Purchases $204,000.00 
Cost of goods sold 198,193.50 
$ 5,806.50 
Zane Department Store 
ls Statement of Income and Expense (Accrual Basis) 
a For the year Ended January 31, 1944 and 
ki For the Seven Months Ended August 31, 1944 
: Year Ended Seven Months Ended 
ig January 31, 1944 August 31, 1944 
o Less cost of goods sold: 
$204,000.00 $133,806.50 
Less ending inventory: 5,806.50 198,193.50 18,000.00 115,806.50 
Less operating expenses: 
lling, general and administrative expense. ..... $ 24,000.00 $ 15,800.00 
capstal stock: tax. . 3,400.00 1,500.00 
Depreciation on buildings....................- 2,750.90 1,750.00 
Depreciation on furniture and fixtures.......... 300.00 68,895.56 175.00 41,799.44 
Net income from operations..................+++ $ 19,116.94 $ 7,894.06 
Add other income: 
Profit on sale of X Co. $ 5,000.00 
Interest on notes receivable..............0++00 600.60 4,973.33 900.00 6,133.34 
. $ Net income before federal income and excess profits § 26,006.27 $14,007.40 
: ~ Federal income and excess profits taxes........... 6,021 .07 "506.85 


| 

| 


106 The Accounting Review 


Solution to Problem 2 
Rhodes City Municipal Garage Revolving Fund 
Work-sheet 
For the Fiscal Year Ended February 28, 1945 


Eleme 
Trial Balance Trial Balance (Be 
March 1, 1944 Mar. 1, 1944 to Feb. 28, 1945 February 28, 1945 
$ 3,000.00 (3) $ 29, 500. 00 (6)$ 200-00 $ 5,420.00 De 
Inventory, gas, oil, and grease............ 1,050.00 (4) 10,100.00 (2 10,230.00 890.00 list 0! 
Inventory, repair and maintenance materials 2,250.00 (4) 3,580.00 (2 3,170.00 2,000.00 eer 
Due from general fund.................++ 900.00 1) 9,740.00) (3) 10,400.00 396.00 
3} 156.00 the s 
Accounts $ 700.00 (7) 13,280.00 (4) 13,680.00 $ 1,100.00 and 2 
50,000.00 50,000.00 edi 
for depreciation, i 4,000.00 (S) 2,000.00 6,000.00 
Capital advance from general fund........ 50,000.00 50,000.00 shoul 
$57,200.00 $57,200.00 pate, 
Due f i (1) 7,045.00 7,000.00 171.00 grapl 
9) 126.00 that 
Due from police fund. $,280.00 8,000.00 448.00 
Due from fire fund. ...............00e008 1) 4,685.00 4,500.00 275.00 of ac 
9) 90.00 the t 
rendered to departments (2) 29,750.00 () 29,750.00 
sbi (7) 9,000.00 (2) 9,000.00 3 pre 
timated overhead... (S) 2,000.00) pi 
6) 5,200.00 .00 
8) 90.00 
$133,190.00 $133,190.00 $59,600.00 $59,600.00 
Key to Adjusimenis 
(1) To record services to departments. 
To show of charges to departments. 
3) To record cash eee 
4) To record pure! 
5) To record deprecia‘ garage building. 
6) To record actual actual overbead expenditures as follows: 
$3,000.00 
Office 
Heat 620.00 
Miscellaneous 80.00 
$5,200.00 


(7) To record payment of direct labor and accounts payable. _ 
(8) n record inventory ad. ts. 
(9) To charge departments with excess of actual overhead over estimated overhead. 


Solution to Problem 3 
Johnson Meat Packing Company 
Allocation of Total Distribution Costs 
Per Cwt. of Meat Products for Each Size-Class Order 


Expenses Based on Expenses Based on Expenses Based on Total Distribution 
Order-Size Glass | Number of Orders Number of Items Number of Cut. Distribu- _ Cost per 


EEE 


N Cost Num- Cost Cost Cost Produces 


Under 50 pounds.... 2,800 $1,540.00 4,090 $ 449.90 700 $ 91.00 $2,080.90 #2. a 
50-199 pounds... 2,900 1,595.00 8,410 925.10 2,610 339.30 2,859. 40 
200-499 pounds... 600 330.00 2,280 250.80 1,860 241.80 822.60 ss 
500-999 pounds... 400 220.00 2,400 264.00 2,800 
1,000—pounds and over 100 55.00 820 90.20 1,030 


All orders.......... 6,800 $3,740.00 18,000 $1,980.00 9 


133.90 279.10 .2710 
,000 $1,170.00 $6,890.00  .7656 


Cost per unit..... $.55 $.11 


Total 
$.13 
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BOOK REVIEWS 


Hlementary Accounting for Colleges. Fayette H. Elwell. 
(Boston: Ginn and Company, 1945. Pp. 708. $3.75.) 


Dean Elwell’s book is an excellent addition to the 
list of first-year college texts. Even the usually dull 
preface and introductory chapter are, in this case, good 
reading. More than sufficient material is provided in 
the some 700 pages for a first-year course. Questions 
and a large number of short problems, as well as two 
medium length “‘sets” closely follow the text, and 
should lighten the teachers’ task. 

As anyone who knows Dean Elwell would autici- 
pate, the book has no waste verbosity. Every para- 
graph is packed with accounting information in a way 
that intelligent students can understand. 

The first two chapters are devoted to a discussion 
of accounting and its functions, and a description of 
the three usual types of business organizations. Chapter 
3 presents transactions and their analysis into debits 
and credits, the profit and loss statement, and balance 
sheet. Ledger accounts are set up and the student is 
shown how financial statements are drawn from the 


r. 

Chapter 4 introduces the various special journals, 
and the discussion in Chapter 5 on the ledger and trial 
balance completes the description of the more mechani- 
cal bookkeeping procedures. Closing entries, with the 
inventory adjustment, are fully described in Chapter 
7. Then, after 3 chapters on interest, legal papers, 
freight, discount and similar topics, the author does a 
good job on adjusting entries and the work sheet. A 
wholesale partnership set at this point, plus the many 
short problems, provide plenty of work for the average 
first semester accounting class. The second half of the 
text contains discussions of the voucher register, 
corporation accounts, manufacturer’s accounts, and 
valuation principles. Also included, and less often 
found in first-year texts, are chapters on the statement 
of affairs, statement analysis, surplus and reserves, and 
the bookkeeping requirements incident to current tax 
laws. Again, many short problems and a manufacturing 
set furnish the needed drill problems. 

I. W. Atm 

Indiana University 


Accounting Principles (Fourth Edition). Howard S. 
Noble (Cincinnati: South-Western Publishing Com- 
pany, 1945. Pp. ix, 768. $4:00.) 


This book is a revision of the popular and meri- 
torious text by Professors McKinsey and Noble, last 
revised by Professor Noble in 1939. Since Accounting 
Principles “is used in more colleges than all competing 
,’ it may be assumed that most readers 
are well acquainted with the previous edition. 

One of the commendable features of this text has 
been the copious supply of illustrations of accounting 
forms and technique which have permeated the book. 
In the new edition, the illustrations have a decidedly 
improved appearance in many cases. Where the script 


was small, it is enlarged and clarified. The rulings of 
forms are, in many cases, heavier and more complete. 

The book has been shortened by about 100 pages, 
largely due to the elimination of four chapters: “Per- 
sonal Accounting, Taxation, Accounting and Manage- 
ment, and Accounting and Creditor Control.” Since 
these topics are not usual in a beginning text, the value 
of the book probably was not diminished measurably 
by their exclusion. 

A very important addition in the new text is the 
section on “payroll procedures.” Consideration is given 
to deductions from payroll for income taxes, social 
security taxes, unemployment taxes, bond purchases, 
and union dues, as they affect the journals and accounts. 
A proper record for the individual employee with re- 
spect to these deductions is illustrated. The calculation 
and accrual of the employer’s share of the payroll taxes 
is also demonstrated and the accounting entries per- 
taining thereto are illustrated. 

Another important added topic in this edition is the 
“combined cash journal”—sometimes called a “special 
column journal.’ It is a single journal with columns 
for those accounts to which postings are most frequent. 
In the reviewer’s opinion, it is the ideal form of journal 
in most smaller businesses, yet the majority of account- 
ing texts ignore it entirely. Even in Accounting Princi- 
ples, only about one page is devoted to a discussion of 
the “‘combined cash journal.”’ Might it not be well (in 
accounting courses) to dispense entirely with a con- 
sideration of the obsolete two-column journal and sub- 
stitute therefor discussion, illustrations, and prob- 
lems pertaining to the special column journal? 

The new edition includes a discussion of the-“fixed 
asset record.’ Three illustrations of the form are given 
to show its appearance at various stages of entry. The 
inclusion of this record does not displace a consideration 
of the “‘fixed asset register,”’ which was also treated and 
illustrated in the previous edition. 

Probably no other beginning text has as complete a 
treatment of cost accounting as this one. Approxi- 
mately 80 pages, chapters 24, 25, 26, and 27, are de- 
voted to the topic. Some teachers may feel that the 
emphasis of this subject is overdone in a first-year 
text. The discussion is so arranged, however, that if a 
briefer treatment is desired, the first of these four chap- 
ters apparently will provide the usual material found 
in beginning textbooks on manufacturing statements, 
work sheets and inventory valuations. The remaining 
three chapters may then be optional with the individual 
teacher. 


The problems are as plentiful and varied as in previ- 
ous editions. In the reviewer’s opinion, this text is un- 
usually well supplied with problems of a high order. A 
change in the arrangement of problems is probably of 
minor importance. At the end of each chapter is “a 
recommended quota” of problems “for the average 
class.”” In addition, supplementary problems are pro- 
vided at the end of the text. The supplementary prob- 
lems are useful to the instructor who “prefers to use 
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different problems in consecutive years.’’ 

As heretofore, three practice sets are included. The 
first of these deals with a single proprietorship; the 
second has one month’s transactions as a single proprie- 
torship, and another month as a corporation. The third 
set is for a manufacturing organization. As in the previ- 
ous two sets, transactions are provided for two months. 
Both the second and third sets have been modernized 
to include deductions which are now typical for the 
various wage payments. The use of a job order cost 
system in the second month of the third set is a new 
feature. The three sets appear to have been shortened 
somewhat. The author assures us that “‘they have been 
rewritten to include illustrations of more text materials 
and to avoid repetitive recording.” 

The new edition of Professor Noble’s text inherits 
the fine qualities of the previous editions. It is clearly 
written; it is thorough, well illustrated; and the material 
is carefully organized. It will no doubt continue to enjoy 
a popularity which it so well deserves. 

ReveEt I. Lunp 

University of Minnesota 


Taxable Income. Roswell Magill. (New York: The 
Ronald Press Co., 1945. Pp. xiii, 491. $6.00.) 


In his new edition of ‘Taxable Income,” Professor 
Magill brings up to date his basic study of that subject 
which first appeared in 1936. Thus, the problem of 
stock dividends is thoroughly analyzed in the light of 
the Koshland decision, which resulted in the 1936 
amendment to Section 115(f) of the Internal Revenue 
Code, and the Griffith and Sprouse decisions, which in- 
terpreted that amendment. Again, on the question of 
stock rights, a study is made of the effect of the Palmer 
decision rendered in 1937. Also, the subject of cancella- 
tion of indebtedness is re-examined in the light of the 
American Dental Co. decision rendered in 1943. On 
each phase of the complex problem of taxable income, 
Magill, in this second edition, brings to bear the statu- 
tory changes and court decisions since the first edition 
of the book appeared. 

Like the first edition, this second edition is no mere 
text on the subject. It is a search for fundamental prin- 
ciples. While Magill makes no pretense of having found 
any simple and invariable principles which determine 
whether an item is or is not taxable income, he has 
nevertheless distilled from the flood of legislation and 
court decisions some reliable clues and guides. It is 
primarily because of this search for something basic 
that the book merits study. Unless the student or prac- 
titioner is directed by basic principle he is helpless in 
the spreading and thickening fog of legislation and 
court decisions. 

Magill does perhaps go too far into abstract analysis. 
He frequently recognizes the importance of effective 
imposition and collection of the tax, as in connection 
with extraordinary dividends (p. 29), and stock divi- 
dends (p. 79), but he often loses himself in an abstraction 
which is neither significant nor translatable into the 
reality of income as a thing in itself. Thus, because a 
taxable dividend may often be paid out of earnings 
accumulated by the corporation before a particular 
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taxpayer acquired his stock in the corporation, or be. 
cause the payment of a taxable dividend may reduce 
the value of a particular taxpayer’s stock below the price 
he paid for it, Magill concludes (pp. 28, 42) that gain 
is not an essential characteristic of taxable income, Ip 
this he emphasizes the distinctness of the taxable 
entity at the expense of certainty, objectivity, and meas. 
urability of the income itself, which are necessary to 39 
real a purpose as taxation. These are components of 
the factor of realization and it is because of them that 
the taxpayer in whose hands income is realized must be 
treated as a continuation of any person under whom he 
takes and in whose hands the accretion of the income 
has in whole or in part occurred. Magill indirectly recog. 
nizes this in connection with donees (p. 412) and income 
legatees (p. 420). It is not so much a question of deter. 
mining the income of a taxpayer as it is of identifying 
and measuring income as a thing apart, and determin. 
ing, within the limits of due process, the persons to 
whom, for tax purposes, it shall be attributed. At many 
points, however, as in the dividend instances men- 
tioned, and in the case of trusts (pp. 269-270), Magill 
confuses income with the nebulous element of resulting 
individual benefits and satisfactions, upon which tax. 
ability of the income to a particular person is based. It 
is this which is the reason for much of the abstraction 
found in his otherwise unique and valuable book. 
GEORGE T. ALTMAN 
Los Angeles 


The Evolution of the Budgetary Concept in the Federal 
Government. Prepared and edited by Catheryn 
Seckler-Hudson. (Washington, D.C.: The American 
University, 1944. Mimeographed. Pp. 230, including 
a bibliography of 90 pages.) 

This book is the first unit of a series of seven pre- 
pared and edited under the general title “Budgeting: 
An Instrument of Planning and Management” by 
Catheryn Seckler-Hudson, Chairman of the Depart- 
ment of Public Administration in the School of Social 
Sciences and Public Affairs of The American University. 

The book is not a textbook in the usual sense of the 
term. It is called a “materials” book, which classifies it 
appropriately. It consists of ten articles by various au- 
thors and three public documents which, when taken 
together, present the historical development of budget- 
ary theory in the United States as it applies to the 
Federal government. Some of the articles have been 
published elsewhere prior to inclusion in this book. A 
fairly extensive annotated bibliography of the repre- 
sentative literature on Federal budgeting is included. 
Editorial comments, which give continuity to the book, 
precede each of the articles and documents. 

The articles trace the history of the budget process, 
or lack of it, in the Federal government up to the Budg- 
et and Accounting Act of June 10, 1921. The discus 
sions in Congress which eventually led to the passage 
of the Act are reviewed in order to give the reader an 
appreciation of the cumbersome appropriation pro- 
cedure that gradually developed in Congress and also 
to give the reader some knowledge of what the Act 
was expected to accomplish. The actual policies and 
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apparent objectives of the Budget Bureau are then 
examined at some length. The shift in emphasis from 
the more or less ‘‘watchdog” functions of the Bureau to 
those more befitting an integral part of the executive 
machinery is traced, with particular attention paid to 
the period during which the Bureau was under the 
direction of General Charles G. Dawes, who set the 
course which the Bureau was to follow for several 
years, with varying degrees of success and usefulness to 
the government, and to the period during President 
Roosevelt’s terms when the Bureau was taken from 
under the nominal control of the Treasury in the reor- 

ganization proceedings of 1939 and set up as part of the 
Executive Office of the President. The expanded duties 
of the Bureau are discussed at sufficient length to give 
the reader an appreciation of its present tasks and use- 
fulness. Excerpts from the budget messages of the 
Presidents of the United States from 1921 to 1944 are 
quoted and analyzed to show the changing attitude 
toward the role which governmental expenditures are 
expected to play in the social structure and the reper- 
cussions on the budget and the Bureau resulting there- 
from. Other articles discuss and appraise various defi- 
nitions and theories of budgeting. 

In addition to the articles, the book reproduces the 
Budget and Accounting Act of June 10, 1921, which 
established the Bureau of the Budget as a unit of the 
Treasury, and the significant portions of the Presi- 
dent’s Reorganization Plan No. 1, made effective 
July 1, 1939, which transferred the Bureau to the 
Executive Office of the President, together with the 
Executive Order No. 8248, September 8, 1939, which 
made the reorganization plan effective and defined the 
functions and duties of the Bureau. 

Because of the expanding opportunities in govern- 
ment service a knowledge of the background of the 
Federal budget system is a desirable part of an ac- 
counting major’s equipment. This book may serve as a 
means of accomplishing this end. Because of its make- 
up and its annotated bibliography it is possible to vary 
the amount of time to be devoted to this topic. 

B. C. LEMKE 

Towa State College 

Ames 


The Pattern of Corporate Financial Structure. Walter A. 
Chudson. (New York: National Bureau of Economic 
Research, 1945. Pp. xiv, 148. $2.00.) 


The study of the financial structure of corporate 
business enterprises as a means of premoting a better 
understanding of business is most encouraging. The 
corporate form of business organization is the preferred 
type for business enterprises in our day. In this study 
the author has selected the balance sheet of corporate 
enterprises for analysis and study. Such a study should 
be of particular interest to those interested in accounting 
and finance, for the balance sheet is one of the major 
statements periodically prepared by accountants for 
management. Likewise it will be of interest and value 
to economists and business analysts who study balance 
sheets for various purposes. 

In such a study the selection of data for analysis is 
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of prime importance. The validity of the deductions 
will be affected by the representative nature of data 
used. The author would seem to have used as repre- 
sentative data as are obtainable. Limited classes of 
business enterprises were selected. The financial re- 
ports of such enterprises had been prepared for govern- 
ment use. The two chief sources for material were the 
“Statistics of Income’’ for 1937 prepared by the Bureau 
of Internal Revenue, and the “Statistics of American 
Listed Corporations” prepared by the Securities and 
Exchange Commission. The author also had access to 
“Source Book of Statistics of Income” of the Bureau 
of Internal Revenue (an unpublished document). In 
this connection it should be added that balance sheets 
used were in unconsolidated form. 

The purpose of the study as stated in the introduc- 
tion is to ascertain “The distinguishing financial fea- 
tures of incorporated manufacturing and trade enter- 
prises, grouped by industry, size of corporation and 
profitability.” The study is confined to manufacturing, 
trade, mining and construction industries. This limita- 
tion on the scope of inquiry has been made to exclude 
from the study those industries whose balance sheets 
were known to possess a widely different pattern. In 
serving the purposes of the study, balance sheets have 
been analyzed to discover both similar and dissimilar 
characteristics. The extent of likeness and variations 
has been determined by industries, by size of corpora- 
tions and by profitability of enterprise. 

The author and investigator faced the problem of 
analyzing mass data to determine the central tendencies 
and dispersion of data by groups and classes. The goal 
was to develop the normal characteristics of a balance 
sheet. This meant the characteristics of balance sheets 
of enterprises must be ascertained. Then these charac- 
teristics must be compared for accomplishing this pur- 
pose. The author has used the total assets and volume of 
sales of each enterprise as units comparable among 
enterprises. The characteristics of each balance sheet 
are determined and expressed as rativs to each unit, 
i.e., total assets and volume of sales. Having reduced 
each balance sheet to such common denominator the 
usual statistical methods for ascertaining central tend- 
encies and dispersion of balance sheets by groups are 
utilized. 

The scope of study may be indicated in several ways. 
One way would be to set forth the various chapter 
titles of the book. This would also provide some indi- 
cation of the analysis to which each balance sheet has 
been subjected. These titles are: Inventory; Cash, 
Marketable Securities, and Receivables; Current 
Liabilities; The Current Ratio and Inter-relationships 
of Working Capital Items; Fixed Capital Assets and 
Long-Term Investments; and Long-term Debt and 
Net Worth. Another way to indicate the scope would 
be to mention some conclusions derived from the analy- 
chapter entitled “A Survey of Corporate Financial 
Structure.” Here the investigator indicates that he has 
been concerned about answering such questions as the 
effect of the type of industry, its size and 
upon the financial structure of the enterprise; whether 
bank credit is used more by certain sections of the 
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business community than others; whether some enter- 
prises use more trade credit than others, whether there 
is a normal pattern or not; whether size of enterprise 
affects the methods of financing the business enter- 
prise. 

The presentation of the conclusions of any statistical 
analysis is a difficult task. Mere tables and charts pos- 
sess rather restricted legibility. The author has made a 
fine choice here. The tables have been omitted and, 
as stated in the preface, are to be published in a later 
companion volume. A minimum of charts has been 
used. In general the text material is quite readable and 
free from technical language. As a result the principles 
developed are stated in simple terms comprehensible 
to all students of business. The technical problems of 
analysis have been relegated to the appendix. 

It should be pointed out that the book is one of a 
series “Studies in Business Financing” being prepared 
by the Bureau. The author would seem to be conserva- 
tive and most cautious in stating his conclusions. The 
reader is advised of the limitations inherent in data 
used as well as methods of analysis. Its conclusions 
provide some check on the many statements about the 
pattern and ratios of financial statements found in 
financial and accounting literature. The scope of data 
used provides substantial basis for such conclusion. 
The author may be complimented for his ability to pre- 
sent a statistical analysis in such good form. 

Joun M. Henry 

Coe College 


Excess Profits Taxation. Kenneth James Curran. Intro- 
duction by Alfred G. Buehler. (Washington, D. C.: 
American Council on Public Affairs, 1943. Pp. vii, 
203. $3.50 cloth, $3.00 paper.) 


Professor Curran’s monograph is a well-documented 
and authoritative study of the legislative history and 
the administrative and fiscal aspects of American Fed- 
eral excess profits taxation through 1942. Major empha- 
sis is placed on the developments between 1916 and 
1921; the author allocates three-fourths of his space to 
this period. Business executives, as well as social scien- 
tists and professional accountants, will find in this 
book answers to many of their questions concerning 
various phases of this controversial form of business 
income taxation. 

Setting forth the fundamentals of excess profits 
taxation in the first chapter, Professor Curran prop- 
erly notes the confusion in terminology which has sur- 
rounded the excess profits tax, “a form of business 
income tax.”” He defines the term “excess profits tax” 
for purposes of his study as “any levy that is confined to 
a segment of a taxpayer’s income that is considered 
excessive, no matter by what standard of measurement 
it is determined.” (p. 2) The debate on the question of 
the proper standard or yardstick of normal earnings 
has revolved generally around the invested capital 
standard and the profits standard. The author regards 
the word “profits” as it appears in excess profits tax 
statutes and throughout his study as “synonymous with 
statutory net income.’”’ The raison d’éire oi an excess 
profits tax, according to Dr. Curran, is to raise revenue 
for the government; the two major objectives are stated 


as the taxation of business according to ability and the 
taxation of profits arising out of war. The first objective 
leads to the preference for the invested capital s 

while the second goal points to the employment of the 
profits standard. There will be little disagreement with 
his conclusion that “it is impossible to draft 2 com. 
pletely sound excess profits tax, because of practical 
difficulties.” (p. 5). 

The author examines in Chapter II the munition 
manufacturer’s tax, the precursor of the excess profits 
tax, which was included in the Revenue Act of 1916 asa 
levy on the net profits received or accrued from the 
sale of munitions or parts of munitions at the rate of 
124 per cent for 1916. The War Revenue Act of Oc- 
tober 3, 1917 reduced the rate of this tax for 1917 to 10 
per cent and provided for repeal of this levy as of 
January 1, 1918. Tracing in Chapter III the develop. 
ment of the excess profits tax in the Revenue Act of 
March 3, 1917, “‘the first real excess profits tax ever 
enacted by the federal government,” and its replace- 
ment by the war excess profits tax in the War Revenue 
Act of October 3, 1917 (Chapter IV), Professor Curran 
in Chapter V, “Revision by Interpretation, 1918,” pays 
high tribute to “the courageous action of the T. 
and its Advisory Board [Excess Profits Tax Advisory 
Board] in interpreting a law that was the muddled 
product of Congressional ignorance and political bicker- 
ing.”’ (p. 45) 

The efforts to raise additional revenue and to over- 
haul the excess profits tax in a satisfactory manner are 
carefully delineated in Chapter VI, “The Revenue 
Act, 1918.” In that statute, which did not become law 
until February 24, 1919, the excess profits tax emerged 
“as the War Profits and Excess Profits Tax to indicate 
Congressional intention to levy not only on war 
profits but also on non-war profits regarded as exces- 
sive by reference to the capital invested. It really con- 
sisted of two taxes, the higher being due in any case; 
however, they were written as different brackets of a 
single tax.” (p. 63) Whereas the excess profits tax 
levied by the Revenue Act of October 3, 1917 applied to 
individuals, partnerships, associations, and corpora 
tions engaged ‘in business, professions, or occupations 
(with certain exemptions such as non-profit seeking 
organizations and numerous forms of cooperatives), 
the excess profits levy under the Revenue Act of 1918 
was confined to corporations. Non-profit seeking cor- 
porations, cooperative organizations exempt under the 
income tax, personal service corporations, and cor- 
porations engaged in gold mining in so far as their in- 
come was drawn from that source were exempt under 
the latter statute. 

Congress relied basically upon the invested capital 
standard as the measure of non-war profits which were 
to be reached by the excess profits tax. Professor Curran 
regards the invested capital standard as faulty for the 
period 1917-1921. He states, “‘I.ess excusable than the 
failure to vary the exemption rate from industry to 
industry was Congressional failure to provide for the 
inclusion of borrowed capital in invested capital” (p. 
192). The invested capital standard of the Second 
Revenue Act of 1940, as the author notes in Chapter 
XI, permitted the inclusion of one-half of borrowed 
capital. 
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The story of the various events and pressures lead- 
ing to repeal of the excers profits tax in the Revenue 
Act of 1921 is told in Chapter VII. Although Secre- 
tary of the Treasury William G. McAdoo recommended 
a few days after the Armistice that the excess profits 
tax be repealed as of January 1, 1919, except for profits 
arising from war contracts, his views were not adopted 
by Congress; this levy was reduced for 1919 and subse- 
quent years in the Revenue Act of 1918 and remained 
in force until repealed by the Revenue Act of 1921 as 
of January 1, 1922. It is of interest to observe by way of 
contrast as a footnote to Federal tax history that 
Secretary of the Treasury Fred M. Vinson’s recom- 
mendation before the House Ways and Means Com- 
mittee on October 1, 1945, for repeal of the World War 
Il excess profits tax for any taxable year beginning 
after January 1, 1946 was adopted by Congress in the 
Revenue Act of 1945 which became law only thirty- 
eight days later on November 8, 1945. Although Mr. 
Secretary Vinson stated before the Senate Finance 
Committee on October 15, 1945, that he did not concur 
in certain reductions of taxation proposed in the 
Revenue Bill as it passed the House on account of the 
losses in revenue, the final version nevertheless rele- 
gated to the limbo of repealed levies the capital stock 
tax and the declared value excess profits tax. 

Professor Curran investigates the administrative 
and fiscal aspects of excess profits taxation for the 
period 1917-1921 in Chapters VIII and IX. Aside from 
the difficulties created by the delay in the passage of 
both the Revenue Act of 1917 and the Revenue Act of 
1918, the complexities in the statutes, and personnel 
problems of the Bureau of Internal Revenue, the author 
sees serious administrative problems raised by any 
tax with rates of 65 and 890 per cent, administrative 
intricacies arising from the determination of net income 
in a complex industrial society, and the difficulty in 
determining invested capital due to the frequent ab- 
sence of adequate records (pp. 126 ff.). 

Dr. Curran agrees with the general view that the 
excess profits tax of 1917-1921 was a great financial 
success. The yield during that period was about 
$7,000,000,000. By way of comparison excess profits 
tax collections under the Second Revenue Act of 1940, 
as amended, rose to approximately $11,000,000,000 
for the fiscal year 1945, and amounted to about $27,- 
500,000,000 for the five fiscal years 1941-1945. 

The author has analyzed the sources of revenue from 
which the excess profits tax collections were derived 
and has compiled three tables based on the Treasury 
Department’s Statistics of Income for the years 1917 to 
1921. In Table 6, page 147, he presents for 1919 an analy+ 
sis of corporate net income, excess profits tax assess- 
ments, the per cent of total excess profits tax assess- 
ments, and the effective rate of excess profits tax 
assessments (excess profits tax assessments to net in- 
come) distributed by invested capital classes. The 
author’s data indicate that the effective rate of excess 
profits tax assessments for the small firm with invested 
capital under $50,000 was 9.1 per cent while that for cor- 
Porations with $30,000,000-$100,000,000 was 10.3 per 
cent and that for corporations with invested capital 
of $100,000,000 or more was 9.3 per cent. The author 
believes that “figures for the year 1919 indicate that the 
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large firm was in a relatively favorable position. . . 
However, firms with capital under $50,000 got off just 
as lightly, in part at least because of the flat exemption 
of $3,000” — 145~147).1 The effective rate of excess 
profits tax for corporations with invested capital of 
$100,000,000 or more in 1919 was doubtless influenced 
to a considerable degree by the relatively low net in- 
come of the larger Class I railroads which-were being 
operated by the United States Railroad Administra- 
tion at that time. The author’s calculation for the 
“transportation and other public utilities” group for 
1919 in Table 5 (not segregated by invested capital 
classes) indicates an effective excess profits tax rate of 
only 4.3 per cent compared with 15.2 per cent for “all 
industry” (p. 146). Commenting on the position of the 
railroads during World War I, the author observes, 
“During the period of government ownership, the 
railroad companies received compensation and were not 
exempt from the excess profits tax. However, their 
earnings were fixed and their investments notoriously 
large” (p. 143). The railroads were operated, not 
owned, by the Federal government from December 28, 
1917 to March 1, 1920; it is also possible that the author 
means that the railroad investment is notably rather 
than notoriously large. 

Efforts relating to the development of methods of 
minimizing or taking the profit out of war, such as the 
final report of the War Policies Commission in 1932 
and the activities of the Nye Committee in 1934 and 
1935 are discussed in Chapter X, ‘Between Two Wars, 
1922-1940.” Dr. Curran also traces the legislative his- 
tory of the complementary capital stock and declared 
value excess profits taxes included in the National In- 
dustrial Recovery Act of June 16, 1933. The Vinson- 
Trammel Act of March 27, 1934 (the 1937 date on 
page 169 is doubtless an inadvertent slip in reading 
proof), which levied an excess profits tax on the sup- 
pliers of certain kinds of naval materiel (vessels or air- 
craft) and was amended in 1939 to include Army air- 
craft, is also analyzed. 

In view of the cessation of hostilities of World War 
II and the repeal of the excess profits tax, it is to be 
hoped that Professor Curran will enlarge his study by 
completely analyzing the problems of excess profits 
taxation in the nineteen forties. Conflicting views as to 
the iacidence of income and excess profits taxation ex~- 
pressed in certain post-war tax plans might well be 
examined in any future monograph on this subject. The 
smaller field of investigation into which the author car- 
ries his readers was included up to 1939 by Professor 
Roy G. Blakey and Mrs. Blakey in their definitive 
study, The Federal Income Tax, published in 1940. 
Scholars in the field of taxation will be interested in 
comparing the treatment of the development of Ameri- 
can excess profits taxation through the several Revenue 
Acts by Dr. Curran and the Blakeys. Another recent 
study of the problems of excess profits taxation in the 
United Kingdom and the United States which merits 
attention is The Taxation of War Wealth (2d ed., Ox- 


1 For another discussion of this situation see Blakey, 
C. The Federal Income Tax, 
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ford University Press, 1942) by Professor John R. 
Hicks, Mrs. Ursula K. Hicks, and Dr. L. Rostas. 
British experience with income and excess profits taxa- 
tion over the last three decades affords significant 
comparisons and fiscal and administrative lessons 
which have been analyzed recently by the reviewer 
elsewhere. Professor Curran has skillfully handled his 
sources and presented a difficult and thorny subject in 
a stimulating manner; he has made a worthy contribu- 
tion to the literature of American Federal taxation. 

Epmunp A. NIGHTINGALE 

University of Minnesota 


Sampling Statistics and Applications. Fundamentals of 
the Theory of Statistics. James G. Smith, and 
Acheson J. Duncan. (New York and London: 
McGraw-Hill Book Company, Inc., 1945. Pp. xii, 
498. $4.00.) 


Sampling theory is concerned with developing cer- 
tain tools to assist in the analysis of numerical data 
affected by a multiplicity of causes. These tools are 
useful in many fields, including accounting. Let us con- 
sider some of the ways in which sampling is used, or 
could be used by accountants. 

In auditing accounts, the accountant may not wish 
to verify all the individual accounts receivable or ac- 
counts payable, large and small; he may want to sample 
these accounts. Several questions arise: How should he 
choose his sampler How much of a chance is the audi- 
tor taking if he draws his conclusions from a sample 
instead of from the entire population of accounts con- 
cerned. These are questions which a study of sampling 
theory and applications should answer. 

In cost analysis questions arise which have sampling 
implications. First, there is the case where a problem 
may be answered by analyzing only a sample, rather 
than the entire population of items. Aside from this 
case, questions may arise which, to the layman, do not 
appear to be sampling questions at all. For example, 
if unit costs in one plant are somewhat lower than unit 
costs in a second plant, are we to conclude that the 
operation of the former plant is that much more ef- 
ficient than the other? A common sense approach to the 
problem may be to find out in just what products and 
in what type of costs the difference occurs, and no 
sensible statistician would deny the importance of such 
an analysis. Suppose the difference is reduced to a spe- 
cified difference in the direct labor cost per unit. Does 
this difference indicate that the use of labor in the 
lower cost plant is fundamentally more efficient than 
in the higher cost plant? To analyze this problem from 
the sampling point of view, one would first say that the 
factors influencing per unit labor cost may be broken 
down into systematic influences and random influences. 
If the systematic influences remain constant in each 
plant, the variation in the random influences would re- 
sult in a fluctuation of labor costs from time to time. 
In other words, the particular costs which materialize 
at any one time represent just a sample of a whole popu- 
lation of costs which could arise with the same sys- 
tematic influences operating. The situation is analogous 


to the sample of ten coins tossed in the air to see how 
many heads are obtained. The result is only one sample 
of all the results which could be obtained from j 
the same experiment many times. The problem of stg. 
tistical analysis would be to find out if the observed 
difference in the costs of the two plants can be ascribed 
to “random” variations. If the difference is too great 
to be ascribed to random variations, the difference js 
said to be “significant.” 

These are just two examples of the use of sampling 
theory in the field of accounting. They should serye 
to illustrate the usefulness of a knowledge of sampling 
theory to accountants. 

Sampling Statistics and Applications was not 
written for those who desire a non-technical exposition 
of the subject, but for the serious student of statistics, 
To follow the argument of the book, a background of 
mathematics is highly desirable, though probably not 
absolutely necessary. The authors state the aims and 
objectives of the book in the preface. It “is the second 
volume of Fundamentals of the Theory of Statistics; this 
second volume is intended for advanced students or 
research workers. ... It represents an attempt to co- 
ordinate the new theory and applications with the old, 
to place the whole upon a logically consistent basis, 
and to put the subdivisions in proper relation to each 
other.” 

These are certainly worthwhile aims. There seems 
to be a scarcity of good advanced texts which contain 
an exposition of all the theoretical aspects of sampling 
theory. Usually the student has to study a collection of 
books and articles to cover the field. This book seems 
to have covered the field of sampling theory thoroughly. 
Part I on frequency curves presents not only a discus- 
sion of probability, the use of binomial expansion, and 
the normal curve, but a discussion of the derivation and 
the use of the Pearsonian system of frequency curves 
and the Gram-Charlier system of frequency curves. 
Part II is devoted to the theory of random sampling, 
and covers sampling from both discrete twofold popu- 
lations and continuous populations. The distributions 
of the following statistics under various assumed situa- 
tions are considered: the sample mean, sample variance 
and standard deviation, and R. A. Fisher’s “‘t” sta- 
tistic. 

Advanced sampling problems such as joint sampling 
fluctuations in mean and standard deviation, sampling 
fluctuations in regression coefficients, problems involy- 
ing two samples, the analysis of variance, and the 
problem of nonnormality are treated in Part III. The 
authors also discuss the interesting and frequently oc 
curring problem of the sampling fluctuations of per- 
centages where there are more than two possible out- 
comes, e.g. not only “yes” and “no” answers but also 
“undecided’’ answers. This analysis should be of inter- 
est to those who are interested in the reliability of 
public opinion polls. 

As a textbook to fire the enthusiasm of the student 
for the application of statistics to real life problems 
this book cannot compare to some of the more spé- 
cialized works which tell how these tools were applied 
in the analysis of the yields of corn, the size of litters 
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of pigs and similar practical problems. However, as a 
for the mathematical derivation and the 
mathematical characteristics of the tools of sampling 
it should serve a useful purpose. 
James E. Ducan 
Tec 4. Army of United States 
Fort Snelling, Minnesota 


Code of Higher Accounting and Auditing. Orlando 
Lépez-Hidalgo. (New York: The University Society, 
Inc, 1944. Pp. 485.) 


This book represents an endeavor to present in the 
Spanish language the principles and practices of ac- 
counting as found in the United States. The preface of 
the hook states the objective of the author to be: 


“Because they state the desirable practices of ac- 
counting and of auditing, and consolidate the best tech- 
nical procedures, we publish in codified form the norms 

after long and conscientious study, by the or- 

ions which, in the United States, exercise a 

beneficient influence in this matter: American Institute 

of Accountants, the Securities and Exchange Commis- 

sion, the American Accounting Association [and other 
sources}.”” 


The book develops its exposition of accounting prac- 
tices with emphasis primarily upon the corporation 
because “accounting has had to adjust itself to the 
modern economic-social concept of the corporation.” 

The book is divided into four sections: 

Section I. Rules of Accounting 

Section II. Principles of Auditing 
Section III. Sources of This Codification 
Section IV. Review of Accounting 

These sections may be briefly reviewed as follows: 
Section I 

Following a preliminary exposition of accounting 
and its functions, principles, and postulates, financial 
statements are discussed. The income statement, the 
balance sheet, the nature of these staements, and 
their adaptation to comparative and interpretative 
purposes are discussed. The applications of theories of 
accounting to the financial statements of corporations 
are discussed in a general review of cost, profit, income 
and capital. 

About four chapters are given over to the principles 
of valuation to be followed in the construction of 
financial statements. The valuation of tangible fixed 
assets, intangible fixed assets, deferred charges, liabili- 
ties, capital, and so on, is discussed. 

The final chapter of this section, Chapter 8, deals 
with Complementary Statements of the Balance Sheet. This 
chapter deals with such varied topics as the profit and 
loss statement, the provisions of the S.E.C. concerning 
the profit and loss statement, the statement of surplus 
according to the S.E.C., the insertion of notes in the 
balance sheet, and S.E.C. rules governing consolidated 
statements and home office and branch statements. 


Section IT 


This section begins with an introduction on the 
qualifications of public accountants, norms of audit- 
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ing, present work of The American Institute of Ac- 
countants, and confidence in financial statements pre- 
pared by C.P.A.s. This introduction is followed by a 
description of the various kinds of audits, audit pro- 
grams, a discussion of systems of internal control, the 
extent of audits, and the inclusiveness of the review of 
the accounts of a business. 

Chapter 11 deals with the examination of the assets 
of a business, covering cash, receivables, inventories, 
investments, and so on. Chapter 12 deals with the 
examination of liabilities, including bills payable, ac- 
crued expenses, long term obligations, reserves, capital 
shares, and surplus. Chapter 13 discusses the review of 
profit and loss accounts. 

The section concludes with the following three chap- 
ters, the titles of which are self-explanatory: 

Chapter 14 Concerning the Declaration of Clients 
Regarding Inventories, Debts and Other 
Matters 

Concerning the Opinion of the Public 
Accountant as an Independent Auditor 
Rules of Professional Conduct Promul- 
gated by the American Institute of Ac- 
countants 


Section IIT 

In this section are presented the “official rules of 
the American Institute of Accountants compiled and 
translated by special permission of this body.” These 
are the translations and a few summaries of: Statements 
on Auditing Procedure, Nos. 1-12; and Accounting 
Research Bulletins, Nos. 1-11 (except No. 7 and 
No. 10, not translated). Section III also contains defi- 
nitions from various sources, including Webster’s Inter- 
national Dictionary, and a summary of S.E.C. Regula- 
tion S-X on the form and content of financial state- 
ments. 


Section IV 
This section constitutes a sort of general review of 
accounting principles using the question and answer 
method. Seventeen “themes” form the basis of these 
questions, among them the following: 
I. The Corporation 
II. Principles or Doctrines of Accounting 
III. Financial Statements 
IV. Theories of Accounting 
V. Concepts of Current Assets and Transitory 
and Permanent Investments—Valuation of 
Stock on Hand 
VI. Principles of Accounting Applicable to Fixed 
or Permanent Assets 
XI-XV. Principles of Auditing 
XVI. Public Accountant’s Opinion 
XVII. Rules of Professional Conduct 
In general it may be said that the book will doubtless 
be of much interest to Spanish accountants who wish 
to advance their profession by utilization of the prac- 
tices and procedures which accountants in the United 
States have found wholesome. 


Chapter 15 
Chapter 16 


Hucs B. 
ARNOLD W. JOHNSON 
Tulane University 


ASSOCIATION REPORTS 


REPORT OF COMMITTEE ON 
COST ACCOUNTING 
PRINCIPLES 


The committee has held one meeting 
and contemplates holding a second meet- 
ing before the end of the year. A basic 
outline of the cost accounting subject 
matter has been prepared as a starting 
point in the search for fundamental princi- 
ples and the ideas of the committee mem- 
bers have been consolidated through cor- 
respondence. 

The charge of the committee was “to 
explore the feasibility of expressing general 
principles in the field of cost accounting,” 
and, although the committee is not pre- 
pared to report definite conclusions at the 
present time, it is believed that further 
“exploration”’ will prove fruitful. 

Henry T. CHAMBERLAIN 
W. B. LAWRENCE 
R. L. Drxon, Chairman 


REPORT OF DIRECTOR 
OF RESEARCH 


During the year 1945 a numbep 
manuscripts were given consideration 
potential monograph material and ¢ 
to be hoped, barring continued short 
of paper and printing labor, that on 
more research projects can be publig 
during 1946. A project which has beej 
process for some time, the preparationg 
complete index for the first twenty 4 
umes (through 1945) of the Accouny 
REVIEW, is now practically complete 
printers’ bids are being received. Publ 
tion of the Index early in 1946 is 
certain. 3 
Rosert L. Drxon, Ji 
Director of Research 4 


TO MEMBERS OF THE AMERICAN 
ACCOUNTING ASSOCIATION 


In the balloting conducted by mail for officers of the Association for 1946, 747 balla 
have been cast to date. As this number represents a majority of the paid up membi 
at December 31, 1945 and as 742 of these ballots were in favor of the ticket submit 
by the Nominating Committee, this ticket has been declared elected. The officers 
1946 are as follows: 

President 
Vice President 


Secretary-Treasurer 
Director Research 
Editorial Committee 


Past Presidents 


Eric L. Kohler 
George R. Husband 
Edward A. Kracke 
John A. Blocker 
Ernest C. Davies 
Robert L. Dixon 
A. C. Littleton 
C. Rufus Rorem 
Stephen Gilman 
Harvey A. Meyer 
Carman G. Blough 
A. C. Littleton 
Ernest C. DAVIESS 
Secretary-Treasui 
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